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POLICY UPDATE—PUBLISHING BROA u: 2ASED, . 
ECLECTIC RESEARCH `. 


This issue marks the beginning of the fifth decade of publishing broad-based, 
` eclectic research in Abacus. Given the rankings provided in ratings exercises like 
those of Ballas and Theoharakis (2003) and (say) Zeff (1996) and the possibility 
_ of Abacus moving to four issues per annum in the near future, it is timely to 
review the outcomes of editorial policy and practices at the jqurnal over recent years. 
Previous editorials have emphasized that Abacus seeks to publish original research 
involving ‘international studies on accounting’ covering a myriad of topics and 
using various research methods. Abacus remains one of the few journals with such 
a focus. Wells (2000, p. 265) observed that Chambers: ‘had no fixed ideas about 
the type of subject areas to be published in Abacus. Articles could cover matters 
of practical import or mere curiosity: “But there's a host of other things as well 
‘from Cloud-9 to the good earth. We have no limits except qualitative ones—for 
well-evidenced, well-expressed, well-reasoned stuff, we have a voracious appetite”’ 
(AUTTA News Bulletin, 1969). 

_ That policy remains. We continue to pursue Chambers’ ‘quest’ for evidence- 
based research and ‘his broader desire to promote ‘thinking’ about accounting 
thought and practice (Chambers, 1995). The scope-of the journal is broad— 
` seeking to reach academics, practitioners and educators globally. By virtue of the 
efforts of three previous editors—Chambers, Murray Wells and Frank Clarke— 
Abacus currently has over 1,000 hard copy subscribers in more than forty coun- 
‘tries, and a further 50) consortium (mainly library) subscribers. 

The latest index (October 2004, pp. 436-41) covering the content of the last 
four volumes of Abacus confirms that Chambers’ aim was achieved during that 
_ period, as it is in this issue. The current issue publishes broad-based research in 
respect of subject matter and. research methods—a feature of earlier issues, as 
revealed in Table 4, that relates to previous years’ submissions. Consider the 
exploratory works by Moriarity and Rosenfield on corporate financial reporting, . 
and in the same area, an empirical article by. Owusu-Ansah and Yeoh. Also 
included is an analytical case study. on accounting for software (Walker and 
Oliver). That work iterates views raised in this journal over many decades about 
the ‘looseness’ of accounting rules. Flesher, Previts and Samson insightfully exam- 
ine the historical aspects of zuditing, exposing the myth that modern U.S. auditing 
practices evolved from dilemmas emerging after the 1929 stock market crash. As 
well, Gallagher and Martin’s research note on an important finance subject evalu- 
ates the association of size and performance of investment fund activities. 
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ABACUS SUBMISSION DATA, 2001-2003 


2003 2002 2001 
Submissions recetved 68 59 71 
Accepted for publication 18 11 15 
Rejected for publication 7 13 16 
Revisions/pending/withdrawn 43 35 AQ 
Acceptance rate (18/68) = 25% 22% 23% 
TABLE 3 


ABACUS AUTHOR ORIGIN OF PUBLICATION DATA, 2002 AND 2003 


Percentage of articles published in the journal over the past two years from contributors based at 
academic institutions in the following regions: 


North America 25 Europe 22 Latin America 0 
Australasia 50 Asia 3 Africa 0 


The remainder of this editorial draws on material used to prepare a keynote 
address at the Cardiff Accounting History Conference of September 2004. For 
that address I reviewed Abacus specific publication data for the last ten years with 
the view to identifying the number and nature of accounting history works 
published (see Table 1). Further, a review of submission-related data for the last 
three years (2001-3) was compiled (see Tables 2 and 3). The address sought to 
show that, in publishing material on a variety of subject areas, Abacus has persist- 
ently provided an international journal outlet for historical research in account- 
ing. While older accounting historians seem to be aware of this, many younger 
academics are not. 

Abacus has also provided an outlet for numerous other subject areas and 
research methods. In that context, healthy submission levels persist (Table 2). 
And they continue to be received from all over the world (Table 3), with most 
published issues (three p.a. since 1998) having around half the articles from over- 
seas authors—one of the recent issues had 100 per cent. The current issue has two 
papers from U.S. academics, two from New Zealand and two from Australia. 

‘Article submissions for 2003 were consistent with figures for 1998, 1999, 2000 
and 2001, and in excess of those for 2002. They are similar to the average (on a 
two-issue basis) number of submissions for the previous decade. The acceptance 
rate of 22-25 per cent is similar to many leading international academic accounting 
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TABLE 4 


SUMMARY DATA OF SUBMISSIONS RECEIVED DURING 2003, 2001 AND 1998 


2005 2001 1998 
Area 
Man. accounting/costing 5 4 11 
Fin. accounting/theory 46 33 25 
Finance 4 3 6 
Standard setting/lobbying 15 15 7 
Microstructure 2 2 2 
Governance 3 2 1 
Auditing 5 5 8 
Public sector 1 3 2 
Environment _ 2 1 
Regulation 12 _ 3 
History 5 _ 4 
Statistics/ops research _ = 2 
Critical theory 1 _ _ 
Reporting/miscellany 1 2 4 
100° 71 76 
Method # 
Historical Š 5 6 
Empirical I 
Case/field study It 10 5 
Large data samples 25. 28 38 
Survey f 4 2 1 
‘Theory/analytical 30 24 21 
Behavioural/laboratory 2 2 6 
79 71 TI 


“ In 2003 a ‘finer’ assessment of topic areas was undertaken. More ‘multiple’ areas were recorded. 


journals. Already, 2004 submissions suggest that the 2003 level will be matched. 
Abacus’ international reach is further evidenced by the ‘origin of author’ statistics 
noted in Table 3. . 
The broad, eclectic nature of the papers reviewed is revealed in the Table 4’s 
breakdown of subject matter and research methods employed in submissions in 
1998, 2001 and 2003. | 
The above data show that the journal continues to.achieve the international 
status for which Chambers fought so keenly in its foundation over forty years ago. 
More importantly perhaps, it continues to ‘provide an outlet for papers . . . analysing 
practical accountancy and business studies and comparing details observed with 
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the prevailing or proposed outlines of knowledge in the relevant area’ (Wells, 
2000, p. 255). 


Graeme Dean 
The University of Sydney . 
November 2004 
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PAUL ROSENFIELD 


The E of Attention in Financial 
Reporting 


Tbis article discusses a concept of the focus of attention and its implica- 
tions for financial reporting, a concept that has essentially been ignored 
in the financial reporting literature. Ignoring it has made dealing with the 
conflict between the proprietary and the entity theories of the firm the 
most intractable problem in financial reporting. Exploring the concept 
of the focus of attention permits abandonment of the conflict rather than 
continuation of the attempt to solve it. It permits avoiding the errors 
committed by those involved in the conflict: dealing with the wrong 

. level of abstraction and incorporating contradictions, fictions, and false 
assumptions. Applying the concept of the focus of attention helps 
solve a number of issues not solvable by consideration of the theories 
of the firm. — 


Key words: Entity; Financial reporting; Focus; Proprietary. 


Financial reporting, as distinguished from national income reporting, focuses on 
microeconomic entities, such as persons, families, sole proprietorships, partnerships, 
branches, divisions, corporations, groups of related corporations, joint ventures, 
not-for-profit organizations, and national, state and local governmental units. The 
first choice in designing a financial report is selection of the reporting entity, of the 
focus of attention. Selection of the focus of attention selects what unit the report 
covers, such as the General Motors Corporation. (Similarly, Stewart, 1989, p. 106, 
called the reporting entity ‘the subject . . . of financial reporting’ and Vatter, 1947, 
p. 3, called the reporting entity ‘the center or the area of attention’.) You cannot 
report on the whole world. 

The issue of what the focus of attention should be in financial reporting has 
been essentially ignored in the financial reporting literature. Instead, the literature 
has dealt with what has been considered a necessary choice between the proprietary 
theory and the entity theory of the firm (and occasionally other theories of the 
firm, such as the fund theory advocated by Vatter in 1947): 


there are two different schools of thought which are made to serve as [the] integrating 
framework for accounting theory[:] the ‘proprietary’ ... theory [and] the ‘entity’ [theory]. 
(Vatter, 1947, p. 2) 


PAUL ROSENFIELD (paulrfield@earthlink.net) was Director of the Technical Research and Accounting 
Standards Divisions of the Americar. Institute of Certified Public Accountants. He was the first Secretary- 
General of the International! Accounting Standards Committee. 
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one of the most important and as-yet-unresolved problems in financial reporting 
concerns... whether... an enterprise or proprietary approach ...should be applied to 
income and capital measurement. (Lee, 1982, p. 190) 


two essentially irreconcilable accounting theores—the proprietary theory and the entity 
theory. (Robbins, 1987, p. 98) 


there is no surer way to create mass confusicn than to set a group of accountants to 
discussing the logical consequences for accounting of the entity concept. (Skinner, 1982, 
p. 129) 


People still cite the [entity theory vs proprieta-y theory] debate as if it were important, 
but I think it’s a non-issue. (Zeff, pers. com. 1695) 


It is ironical that Zeff once considered th> issue important enough to be the 
subject of his doctoral dissertation (Zeff, 1961), but by the time he finished 
studying it he found it mainly a waste of time, as he indicated at the end of his 
dissertation and in this quote. 

In the five quotes above, one author calls such a theory the integrating frame- 
work for theory in financial reporting; another calls selection of such a theory one 
of the most important and not yet resolved issues. But others call it unresolvable 
and a creator of mass confusion. Another still calls it a non-issue. What is going 
on here? 

What is going on is that we are mired in the incomplete evolution of the concept 
of the focus of attention. I 


THE INCOMPLETE EVOLUTION OF THE CONCEPT 
OF THE FOCUS OF ATTENTION 


The original focus of attention for financial reporting by business entities, that is, 
the original reporting entity, was the proprietor. A proprietor is a person or persons 
who are the ultimate beneficiaries of success or sufferers of failure of the business 
and to whom duties of the business to transfer resources to them are discretionary. 
Originally, a business was identified with its proprietor for record-keeping purposes. 
In the first printed treatise on double-entry bookkeeping, Pacioli included accounts 
for the proprietor’s household goods, his personal liabilities, and his personal 
transactions in addition to business accounts (Brown and Johnston, 1963) (financial 
reports were not yet prepared). Personal accounts were gradually eliminated, leaving 
only business accounts. Nevertheless, during the Middle Ages it was thought that 
‘the business enterprise should be viewed zs a part of the proprietor’s person’ 
(Zeff, 1961, pp. 46, 53). 

The focus of attention for financial report-ng gradually evolved away from the 
proprietor and towards the enterprise: ‘a new concept of a business as an entity 
with an existence separate from that of the owrers began to take root’ (Skinner, 1987, 
p. 8). However, the evolution has been incomplete, as discussed in the remainder 
of this article. A report should have a single, unified, internally consistent focus of 
attention—it should be about one unit. Either the proprietor or the enterprise (or 
conceivably something else) should be the sole focus. The incomplete evolution of 
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the concept of the focus of attention caused it to be fragmented and internally 
inconsistent. That caused disagreements about the nature of the reporting entity 
for financial reporting and related issues. Those disagreements centre on the 
debate between the proprietary theory and the entity theory of the firm. 

This is an example of dealtng with an unnecessary issue: Should the proprietary 
theory of the firm or the entity theory of the firm (or one of the other theories of 
the firm that have occasionally been proposed) be applied in organizing the study 
of improvement in financial reporting? It is unnecessary because, as discussed 
below, (a) it deals with the wrong level of abstraction, and (b) it involves contra- 
dictions, fictions, and false assumptions, which should not be used in the design of 
financial statements. 

Financial reporters who pzy attention to the theories generally feel they have to 
apply one of them and all it entails for any particular issue, that they cannot pick 
and choose aspects of more than one. Thus in the first of the five quotes above, 
Vatter refers to the theories as ‘schools of thought’. In the second, Lee asks 
whether one of the theories or the other should be applied, presumably to the 
exclusion of the other. In the third, Robbins refers to them as ‘essentially irrecon- 
cilable’. And in the fifth, Zeff refers to a debate between the theories, not 
between aspects of them. 

We should apply neither. The issue between the proprietary theory and the 
entity theory, which is the result of the incomplete evolution of the concept of the 
focus of attention, should be abandoned. Instead, the characteristics that the con- 
cept of the focus of attention should have when the evolution is complete should 
be considered. They are considered below. 


The Proprietary Theory 

The proprietary theory gives lip service to the idea that a business enterprise as a 
reporting entity is the focus of attention: ‘in the proprietary theory, as well as in 
the entity theory, the business firm is the center or the area of attention... the 
area of attention for a given set of records and reports must be limited’ (Vatter, 
1947, p. 3). But its concepts tend to contradict that idea and focus on the financial 
effects on its proprietors of the events reported on: 


to define the area of attention in terms of an enterprise merely restricts the scope of a set 
of books or a series of reports; the way in which materials are dealt with within them is 
quite another matter. For the proprietary theorist the proprietor is the person to whom 
and for whom reports are made, and the concepts of net worth and profit are personal 
ideas, in that the proprietor’s interest is the axis around which the processes of accounting 
revolve. (Vatter, 1947, p. 3) 


Under the proprietary theory, ‘the... proprietor... [is] seen as owning the 
firm’s assets and owing its liabilities’ (Zeff, 1961, p. 105). That leads to the 
unsound view, for example, that General Motors does not own its factories. 
Besides, ‘ownership ...is a nebulous concept and is extremely difficult to define’ 
(Goldberg, 1965, p. 152). In any event, who owns the assets and who owes the 
liabilities should not even necessarily be determinative for financial reporting: 
‘legal title is not the determinant of asset existence’ (Vatter, 1947, p. 17). To 
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whom the assets and liabilities pertain should be determinative for that purpose: 
With the enterprise as the focus of attention, ‘the principal accounting focus of 
interest is upon the resources entrusted to the entity itself and the changes in them 
over the accounting period’ (Skinner, 1987, p. 44, emphasis added). 

For example, the partners of a partnership ultimately owe its liabilities, but the 
liabilities pertain to the partnership for purposes of its financial statements. A sole 
proprietor owns the assets and owes the liabilities of the sole proprietorship, but 
the assets and liabilities pertain to the sole proprietorship if it is selected as the 
focus of attention, as the reporting entity. Branches and divisions of a company do 
not own their assets or owe their liabilities, the company does, but the assets and 
habilities pertain to the branches and divisions for purposes of their financial 
statements. Even for purposes of personal financial statements, the assets and 
liabilities pertain to the reporting entity, though they are owned and owed by the 
person or persons. And reporting entities do not have title to, and therefore do 
not technically own, some of the assets that pertain to them, because, for example, 
they obtained them by conditional purchase or lease. 

Because the assets and liabilities are considered those of the proprietor under 
the proprietary theory, the income reported in financial statements is considered 
that of the proprietor: ‘whose is the bottom line?... whose income and whose 
wealth are we reporting? ...[under the] proprietary [theory]...the focus of 
interest in the income statement [is] the profit accruing to the proprietor after all 
other claims on revenues are satisfied’ (Vatter, 1947, pp. 43, 44). Dividends do not 
in concept take place under this theory, because they are in effect transfers from 
one pocket of the proprietor to another. 

The implication of the proprietary theory that the proprietors are the focus of 
attention is contradicted by the reference in the headings of the financial state- 
ments and the outside auditor’s report to the financial position and results of 
operations of one unit, the reporting entity, not of the reporting entity and the 
proprietors. The financial reports of General Motors state that they are about 
only General Motors, and they are about only General Motors. 

Revsine objected to this aspect of the proprietary theory: 


the firm ... not its shareholders ... makes a product or delivers a service .. . is regulated, 
taxed, and controlled by a wide array of government agencies and courts of law... it is 
potentially misleading to combine the interests of the firm and its shareholders in 
accounting reports. (Revsine, 1982, p. 77) 


If this view is adopted, it would rule the interests of the owners, the ‘owners’ 
equity’, out of financial statements. See below for a recommendation to do just that. 


The Entity Theory 
The leading proponent of the entity theory believed that ‘the doctrines of pro- 
prietorship have led to serious error’ (Paton, 1922, p. 53). He lumped liabilities 
and equity in a single category, equities: 
It might be urged, for example, that the fact that bonds have definite repayment dates 
places such securities in an altogether distinct category as compared with stocks. This is 
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most certainly a distinction, but not...on a fundamental level... properties equals 
equities...is a satisfactory expression for the financial condition of any enterprise 
... The corporate balance sheet clearly represents the two homogeneous classes. (Paton, 
1922, pp. 78, 89) 


The entity theory even leads to the unjustifiable view that the reporting entity’s 
equity is a liability: ‘one English writer in 1910... implied the entity viewpoint 
when he advised his student-readers as follows: “For the purposes of book- 
keeping treat capital .. . just as if it were a debt payable”’ (Goldberg, 1965, p. 111, 
quoting Snailum, 1910, p. 24). It does not represent a liability, which, as discussed 
below, is a noncontingent, nondiscretionary duty (FASB, 1985, para. 54) of the 
reporting entity to pay money, distribute nonmonetary assets (not including 
equity securities of the reporting entity, which are not assets of that entity), pro- 
vide services, or forgive debt. As discussed below, the reporting entity’s equity is 
merely a concept (and the reporting entity’s duties to its equity security holders 
are discretionary). 

It also leads to the unjustifiable view that taxes and interest are not expenses: 
‘From an entity point of view, taxes and interest represent distributions of its 
income from operations like dividends, rather than expenses required to earn 
entity income’ (Skinner, 1987, p. 45). As late as 1966, the AICPA Director of 
Accounting Research stated, ‘Whether income taxes are conceptually expenses or 
distributions of income has not really been resolved by the profession’ (Storey, 
1966, p. vii). They should be reported as expenses, however, because they result 
from profit-directed activities (AICPA, 1970, para. 78) and are nondiscretionary 
payments of resources. The users are helped by distinguishing (a) nondiscretion- 
ary payments of resources from (b) discretionary payments of resources, such as 
dividends. Further, rather than defining expenses as costs ‘required to earn entity 
income’, as Skinner does, as quoted above, they should be defined as costs 
incurred in the process of earning income. Defined that way, they include taxes 
and interest but not dividends. 


Reporting Entities as Persons 
The theories involve the additional error that a reporting entity is some kind of a 
person: ‘Whose wealth and income should we attempt to measure? The concepts 
of wealth and income must refer to a specific person or a specific group... The 
firm ...in its corporate form is known to be a fictitious person’ (Sterling, 1979, 
pp. 155, 156). The law burdened financial reporting with that idea: ‘because of 
the ascent of the Stuarts (with James I in 1603)... the crown could grant special 
privileges and monopolies to corporations, which would come to be viewed as 
fictitious legal persons’ (Zeff, 1961, p. 32). Goldberg pointed out the danger in 
‘the widespread practice of attributing personal attributes to impersonal things. 
This is properly ...the domain of the poet—and the maker of an animated 
cartoon’ (1965, p. 121). 

Not only is ‘a corporation ... not a real person’ (Thomas, 1975, p. 96), it is no 
kind of person, fictitious or otherwise. A person is a human being. A corporation 
bears no resemblance to human beings. Sure, both persons and corporations are 
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subject to the law, but that does not make corporations fictitious persons. Rain 
falls on houses and cars, but that does not make cars fictitious houses. Considering 
a corporation, something that exists, as a fiction is harmful to both the law and 
financial reporting. Were corporations fictitious anythings, they should have no 
place in financial statements, which should report information on reality, not 
fantasy (unless they are, say, financial statements of Alice’s Wonderful Company 
in Wonderland and identified as fiction): 


We reject as fundamentally unsound and obsolete the thesis that a corporation can be 
regarded for any purpose as a mere fiction of the law. To reduce it to fiction is to make 
it nothing. Then to disregard it as a fiction is te disregard nothing. A fiction cannot sue 
or be sued, make and perform contracts, own property, commit torts and crimes. A 
.corporation can do all that, and so is not fiction. So to consider it, is to blind thought to 
large and important reality. (Justice Stone, 1939, p. 41) 


Though the reporting entity is not any kind oÍ person, it is controlled by persons: 


[T]he unit of experience and outlook for accoun-able activities is a human being or small 
group of human beings who has or who have the rower to deploy resources over which they 
have economic and, in certain cases, legal control... the term ‘commander’ is here used 
to signify the person who has such command ovzr resources. (Goldberg, 1965, p. 163) 


Further, the perspective of the users of financial reports should be considered in 
defining success or failure of the reporting entity, as discussed below. 


COMPLETE EVOLUTION OF THE CONCEPT 
OF THE FOCUS OF ATTENTION | 


The debate between the theories of the firm resulted from the incomplete evolu- 
tion of the concept of the focus of attention. To completely evolve the concept of 
the focus of attention to cover solely the reporting entity, it needs to have the 
following characteristics: 


e Reality.' The overriding characteristic is that a completely evolved concept of 
the focus of attention for financial reporting reflects the nature of financial 
reports as historical reports that map financial aspects of the reporting entity as 
it exists and as it has changed. Such a completely evolved concept avoids con- 
tradictions, fictions and false assumptions. 

° Separate Existence. The enterprise selected as the reporting entity exists and its 
existence is separate from the existence of all other entities, including its pro- 
prietors if any. It is under the control of >ne management team (which may 
report to a higher management team) or ome board of directors.’ 

° Scope of the Reporting Entity. The scope of the reporting entity chosen, for 
example, by the consolidation policy adopted, depends on the needs of the 


1 The philosophical depths of the nature of reality are not explored here. All that is meant by this 
designation is that matters that are contradictory, ficticious or false by definition should be avoided 
in designing financial statements. ; 


2 Professor George Staubus suggested this to me. 
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users: ‘an entity is whatever recipients of reports wish it to be’ (Thomas, 1975, 
p. 14). Whatever scope is selected, attention should be focused on it. 

e° Effects on Outside Parties. A financial report is about the effects of events on 

- the financial position, results of operations, cash flows, and prospects of the 
reporting entity, not on any aspect of any other entity. 

¢ The Reporting Entity’s Side of its Transactions and Relationships. Only the 
reporting entity’s side of each of its transactions and relationships with other 

‘entities is reported. 

e° Assets and Liabilities of the Reporting Entity. The assets and liabilities of the 
reporting entity are treated as pertaining to the reporting entity, not to its pro- 
prietors if any. 

e° Equity of the Reporting Entity. The numerical difference between the reported 
total of the reporting entity’s assets and the reported total of its liabilities is 
seen to be and is presented as a single amount in the balance sheet, its equity, 
its interest in its assets net of its liabilities. 

° Income of the Reporting Entity. The increase or decrease from profit-directed 
activities in the equity of a business enterprise selected as a reporting entity, its 
net income, is treated as pertaining to the reporting entity, not to its proprietors. 
Further, ‘All investors are interested in the change in the residual equity due to 
operations during the period’ (Staubus, 1959, p. 10). 

e° Absence of Thoughts and Emotions. Because a reporting entity is not alive, it 
has no thoughts or emotions. 

° Perspective of the Users. The definition of success of a business enterprise 
selected as a reporting entity and reported on in its financial statements is based 
on the perspective of the users of its financial statements. 


Those characteristics are discussed next. 


Separate Existence 

Paton, an early advocate of the entity theory, stated that ‘The state endows the 
corporation with a being which is separate... from its membership... Thus the 
corporation is the business enterprise par excellence’ (Paton, 1922, p. 19). How- 
ever, not only corporations but all reporting entities exist and are separate from 
those who support them. The act of selecting from elements of existence on which 
to focus gives the reporting entity its existence: it ‘can be defined as any area of 
economic interest that has a separate existence of its own’ (Kam, 1990, p. 306). 
For example, in consolidated financial statements, selected members of a group 
of related companies are the reporting entity, which is used because the issuer 
chooses to focus on it, presumably based on the needs of the users of the state- 
ments. It exists because those members of the group of companies exist. That 
selection is known as consolidation policy. 


Equity of the Reporting Entity 
The equity of a reporting entity is an amount presented in financial statements, 
in the financial reporting map, but is not an element of the reporting entity 
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represented in financial statements. It is not assets. It is not liabilities. It does not 
exist in the financial reporting territory. Its amount, like one’s equity in one’s 
house, is the excess of the total of the reporied amounts of the reporting entity’s 
assets over the total of the reported amounts of its liabilities, merely a concept, a 
thought. As discussed below, the amount of equity in a balance sheet is too simple 
to disclose the information that users need about the reporting entity’s relation- 
ships with the holders of its equity securities 

The concept of equity was apparently iavented for financial reporting as a 
by-product of the invention of double-entry bookkeeping: ‘double-entry... 
introduces an account for proprietorship’ (Solomons, 1971, p. 108) by what is 
often called the accounting equation: 


Equity = Assets — Liabilities 


Strictly speaking, it is not an equation. It contains an equal sign, but being an 
equation is not its essential purpose. It essertially is a definition of equity. 

The presentation of equity as a single amount would be as a convenience to the 
users, who would be able to determine it foz themselves were it not provided by 
the issuers. Rather than present equity in a single amount, it is now subclassified 
into what are considered components. Two reasons have been given to subclassify 
equity: to present the sources of the total amount and to give an idea about © 
restrictions on dividends. Neither reason is valid. 


Sources of Equity Subclassifying equity has been held to be necessary to indicate 
the sources of the total amount, for example: “The two sources of invested funds 
are essential to understand the means of financing a corporation and to evaluate 
the existing capital structure’ (Melcher, 1973, p. 127). The two main sources of 
equity are investments by stockholders (and perhaps governments) and income. 
That sounds good, but it does not work. Any indication of sources of equity is 
hopelessly garbled by such things as dividends and stock dividends. The FASB 
acknowledged that ‘transactions and events .. mix the sources and make tracing 
of sources impossible except by using essent.ally arbitrary allocations. Thus, cate- 
gories labeled invested or contributed capital or earned capital may or may not 
accurately reflect the sources of equity of an enterprise’ (FASB, 1985, para. 214). 

If the sources of equity need to be known for any current decisions (no one has 
demonstrated that they do, and our getting along fine in spite of their current 
obfuscation shows that they do not), they should be provided by historical report- 
ing of their amounts period by period to show their trends, though in any event 
such reporting for any more than, say, ten years would be ancient history and not 
helpful. 

Also, the current reporting of classes of stock, based on amounts paid in, tells 
the users nothing about what they need to xnow, which is how the duties of the 
reporting entity to the various classes might affect them. Such information should 
be provided in the notes to the financial statements, as discussed below. 


Restrictions on Dividends To protect the creditors of corporations, state laws and 
regulations, court decisions, and agreements restrict the dividends they may pay 
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to their stockholders. Historically, the restrictions have had some relationship to 
amounts reported on balance sheets. And that relationship has been praised: 


A distinction between invested capital and retained earnings has relevance to stockholders. 
For example, when cash dividends are distributed, stockholders are entitled to assurance 
that they are based on current or past profits and do not constitute merely a return of 
some of the cash or other assets originally invested in the enterprise or of previous 
earnings converted inta invested capital. (Sprouse and Moonitz, 1962, p. 42) 


_ (Such ‘conversions’ occur only in financial reporting, not in the real world.) 

But the laws and regulations vary from state to state and their interpretation 
varies from court to court and from time to time. The laws, regulations and 
interpretations are not tied to changes in financial reporting standards and 
practices: 


the traditional view is outdated given the recent changes in state corporation codes 
that govern distributions to stockholders... According to the 1950 Model [Business 
Corporation] Act, a corporation was permitted to make distributions to stockholders 
so long as the corporation was not insolvent...insolvency is now defined by the 
1984 Revised Model Business Corporation Act as either (1) the inability to pay debts 
as they come due or (2) as an excess of liabilities over asset fair values... the 
January 1, 1988 [annual report of] Holiday [Corporation showed a legal] $1.55 
billion dividend, financed with borrowed funds, [which] not only exceeded the 
corporation’s retained earnings but total stockholders’ equity as well by more than three 
quarters of a billion collars ... only Holiday’s management had information about 
the fair values of the assets [on which the divided was based]. (Roberts et al., 1990, 
pp. 35, 36, 37, 38, 41) 


Simply looking at the amount of retained earnings reported under GAAP does 
not tell anyone whether the reporting entity may legally pay dividends, and, if so, 
how much. That is a complicated question, and even lawyers with access to all the 
records of the reporting entity struggle to answer it: ‘a final determination of 
stated capital is a legal decision subject to court interpretation and not basically 
an accounting problem’ (Hendriksen and van Breda, 1992, p. 781). 

Disclosure of the factors affecting the legality of dividends would be more 
informative and less likely to mislead than reporting retained earnings as a so- 
called component of an indivisible amount of equity for that purpose: ‘current 
financial statement disclosures do not include such basic information as what legal 
restrictions exist regarding distributions to stockholders... whether... a corpora- 
tion is in compliance with state legal requirements, or the corporation’s capacity 
for making distributions’ (Raberts et al., 1990, p. 36). 


‘Owners’ Equity’ and ‘Minority Interest?’ The expressions ‘owners’ equity’ and 
‘minority interest’ are commonly used in balance sheets. But anything that 
belongs to the stockholders, such as their equity or interest in the reporting entity, 
though relevant to the financial reporting of the stockholders because they are 
aspects of the financial positions of the stockholders, is irrelevant to the financial 
reporting of the reporting entity. Equity should not be ‘owners’ equity’ in the 
assets or ‘minority interest’ in the assets; it should be the reporting entity’s equity 
in its assets: 
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An entity’s financial capacity to enter into exchanges generally consists in money and is 
determined by the equitable interest it has in its assets. For any entity, this interest 
is calculated as the monetary difference between the aggregate money equivalent of 
its assets and the aggregate monetarv obligation imposed by its outstanding debts. 
(Wolnizer, 1987, p. 71, emphasis added) 


As discussed below, duties to equity security holders of the reporting entity 
should be disclosed in the notes to the financial statements. 


Effects on Outside Parties 

The restriction of the domain of financial statements to effects of events that 
affect the focus of attention, the reporting entity, is sometimes ignored. For 
example, in attempting to support its position that a reporting entity should 
report a gain when its credit standing declines and a loss when its credit standing 
increases (!), the FASB referred to supposed changes in the economic positions of 
outsiders, of its shareholders and creditors: ‘A change in credit standing represents 
a change in the relative positions of the...shareholders and creditors...a 
change in the position of borrowers necessarily alters the position of shareholders, 
and vice versa’ (FASB, 2000b, para. 87). Changes in the economic positions of the 
stockholders and creditors may be relevant to reporting on them, but they are 
irrelevant to reporting on the reporting entity. 

Further, an FASB Statement of Standards (FASB, 2003) changed the definition 
of a liability to include a duty of the reporting entity to issue its own equity secur- 
ities whose value to the recipient at the date of issuance is predetermined. (An 
exposure draft of a proposed FASB Statement of Concepts [FASB, 2000a| would 
change the definition similarly.) However, before and after the duty comes into 
existence, the stockholdings of the existing stockholders are fixed, and total 
100 per cent of the outstanding stock. The reporting entity is unaffected by the 
identity of the stockholders and the distribution of their stockholdings within 
the 100 per cent. (Voting power for the board of directors and on other issues that 
come before the stockholders at their meetings are affected, but those are matters 
we do not and cannot report on in the financial statements.) 

When the reporting entity incurs the duty as an aspect of an event, it becomes 
bound to issue some quantity or other of its own equity securities sometime in the 
future. When the time comes, it issues those equity securities. Neither of those 
aspects of the events in which they occur affects the reporting entity’s assets or 
liabilities. (An award of stock options by a reporting entity as an aspect of an event 
in which it receives services from employees also affects neither, as discussed 
below.) 

Those aspects, rather, affect the existing stockholders and the prospective 
stockholders. The first aspect threatens the existing stockholders with having their 
stockholdings diluted: it turns some other entities into prospective stockholders. 
The second aspect dilutes the stockholdings of the existing stockholders; it turns 
the prospective stockholders into stockholders. Only the existing stockholders 
and the entities turned into prospective stockholders and later into stockholders 
are affected by the aspects of the events causing the reporting entity to incur and 
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discharge the duty. The reporting entity 's assets and liabilities are never affected 
by those aspects of the events (unless the FASB’s revision of the definition of a 
liability is accepted), any more than they are affected by transactions in its stock 
in the stock market. 

The Board presented the following justification for the change in the definition 
of liabilities: ‘the Board cancluded that... obligations [that settle with equity] 
should not be classified as equity unless they expose the holder to risks and 
benefits that are similar to those to which an owner is exposed’ (FASB, 2001, p. 9, 
emphasis added). That justification fails, because the effects on the holders are 
irrelevant to the reporting of the duty by the reporting entity. Only effects on the 
reporting entity are relevant to its reporting on itself. 

We should be reporting solely on financial effects of events on the reporting 
entity, the sole focus of attention. We should not report on aspects of events causing 
the reporting entity to incur or discharge a duty that never affects the reporting 
entity’s assets or liabilities, but only affects outsiders—existing stockholders, enti- 
ties being made into prospective stockholders, and entities that are prospective 
stockholders. 

If the FASB were to retract its rule that a liability should be reported here and 
made it clear that an expense would have to be reported regardless, the abuse 
would likely not be attempted. If such an abuse, and a complex one at that, were 
nevertheless attempted and if the FASB is then issuing principles-based stand- 
ards, the issuer and the accountant would have to figure out how to measure the 
services received and used up. 


The Reporting Entity’s Side of its Transactions and Relationships 

. No reporting entity is an island. A reporting entity has transactions and relation- 
ships with other entities. Each of those transactions and relationships has two 
sides, the reporting entity’s side and the other entity’s side. For example, an 
exchange may be a purchase by one entity and a sale by another entity. A choice 
needs to be made as to which side to report. The choice should be obvious: With 
the focus of attention of financial statements on the reporting entity, a reporting 
entity should report its side of each transaction or relationship with another 
entity, not the other entity’s side, even though they are opposite sides of the same 
thing.’ For example, the issuers of the financial reports of a reporting entity need 
to know which side of an exchange it is on to be able to report it properly as a 
purchase or a Sale. 


Unsound Descriptions Ignoring the side of a relationship the reporting entity is 
on leads, for example, to unsound descriptions of receivables—as the duties, the 
debts of outsiders, of the debtors (in the U.K., accounts receivable are called 
‘debtors’)—and of liabilities—as the rights, the claims of outsiders, of the creditors, 


3 The opposite ends of the Albany-Susquehanna Railroad were owned by J. Pierpont Morgan and 
Jim Fisk. Heilbroner reports that ‘[their] controversy was...resolved by each side mounting a 
locomotive on its end of the track and running the two engines, like gigantic toys, into one another’ 
(Heilbroner, 1972, p. 207). 
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for example: ‘An enterprise’s liabilities...are...claims to...the enterprise’s 
assets by entities other than the enterprise’ (FASB, 1985, para. 4). Paton discussed 
reporting on “the claims against or rights in’ the reporting entity’s assets (1922, 
p. 37). Others attribute receivables properly to the reporting entity, as its rights, 
its claims against the debtors and liabilities properly as its duties, its obligations to 
the creditors; for example, the AICPA defined liabilities as ‘economic obligations 
of an enterprise’ (AICPA, 1970, para. 132). The differences lead to diverse posi- 
tions on Issues in financial reporting. The reporting entity’s duties to its equity 
security holders cannot be measured and reported in the balance sheet. They 
should be discussed in the notes. 


Capital Contributions and Liquidating Dividends Being an exchange, a purchase 
or a sale is a reciprocal transfer, an event in which the reporting entity sacrifices 
something of value to it and receives something of value to it (AICPA, 1970, 
para. 62). In contrast, the issuance by a reporting entity of its own stock on the 
receipt of a contribution of money, other assets, or services is a nonreciprocal 
transfer, an event in which the reporting entity receives something of value to it 
and sacrifices nothing of value to it (AICPA, 1970, para. 62; a reporting entity’s 
own stock is not an asset to it [FASB, 1999, para. 4b]), in contrast with an 
exchange. Though the entire transaction affects the reporting entity by increasing 
its cash, other assets, or available services, the aspect of the transaction that is the 
issuance of additional stock by a reporting entity does not affect the reporting 
entity’s assets or liabilities. That aspect affects the recipients of the stock and the 
other stockholders. Therefore, the common expression of a sale of the stock of a 
reporting entity by the reporting entity is misleading: as to the reporting entity, it 
is not a sale, an exchange; it is simply a receipt of a capital contribution, recorded 
in the case of a cash contribution of $10,000 as follows: 


Cash 10,000.00 
Common stock 10,000.00 
To record the receipt a capital contribution by a stockholder 


The FASB disagrees that it is not an exchange. It discusses ‘transactions in 
which an entity acquires goods or services from nonemployees in C han for 
equity instruments [which is] consideration paid for goods or services’ (FASB, 
1995, para. 2, emphasis added). 

Similarly, a common expression refers to a purchase of the stock of a reporting 
entity by the reporting entity, for example: “The McDonald’s Corporation said 
today that it would buy back $3.5 billion of its common stock by the end of 2001 
in a repurchase plan’ (New York Times, 1998, p. C20). That expression is also 
misleading. As to McDonald’s, it is not a purchase, an exchange—it is ‘a distribution 
to owners’ (FASB, 1985, para. 69), a partial, nonproportional liquidating dividend, 
recorded as follows: 

Common stock 3,500,000,000 

Cash 3,500,000,000 

To record the reacquisition of common stock in a partial, nonproportional 

liquidating dividend 
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(Capita] contributions, ordinary dividends, and partial, nonproportional liquidating 
dividends—often called ‘treasury stock transactions’—are transactions between 
the reporting entity and its stockholders and not part of its profit-directed activities 
and therefore do not involve income statement items.) 


Liabilities 

A liability is a noncontingent, nondiscretionary duty of the reporting entity to 
provide resources other than stock of the reporting entity to another entity. (In 
contrast, the reporting entity’s duties to equity securities holders are ordinarily 
discretionary.) 


Noncontingent Duties A liability may be caused by more than one event. For 
example, the reporting entity can manufacture for inventory a defective product— 
one event. That product can later be sold to a customer—another event. Both 
events cause the reporting entity to incur a liability to the customer to repair or 
replace the product, in the sense that it would not incur the liability in the 
absence of either event. The date at which it incurs the liability is the date of sale. 
A liability should be first reported as of the date it is incurred—the date the 
final event that causes it occurs, the date it becomes noncontingent. Before then, 
the reporting entity has at most a contingent liability, a relationship between the 
reporting entity and other entities that is contingent on the occurrence of the 
final event, in this case, the sale, to become a liability. (SFAS 5 [FASB, 1975] 
requires reporting of a ‘loss contingency’ as a liability, but, by the definition given 
in the statement, there is nothing contingent about it. SFAS 5 requires that 
reporting only if an asset had been impaired or a liability had been incurred by the 
reporting date.) 


Nondiscretionary Duties A liability is also nondiscretionary—the reporting entity 
has no choice but to pay it when it comes due. For example, a purchase may be 
discretionary, but the duty to pay for it, at once or later, after the implied or 
explicit contract is agreed and executed, is nondiscretionary. 


Disclosure of Duties to Classes of Equity Security Holders 
Any discretionary duties of the reporting entity to provide dividends if and when 
declared to holders of classes of equity securities (securities or aspects of securities 
of the reporting entity that do not involve liabilities), such as common or preferred 
stock, or any duties to provide stock or other equity instruments of the reporting 
entity to such holders, such as convertible preferred stock or stock options, and 
any duties to minority stockholders to provide dividends if and when declared 
by subsidiaries, are not liabilities of the reporting entity and, further, cannot and 
should not be displayed as part of the reporting entity’s own equity in its own 
assets. Those duties should be described in the notes in order to inform the 
holders of such securities of the priority of their rights to receive resources from 
the reporting entity under various circumstances. 

The disclosures should be in enough detail to inform the users, for example, of 
conversion clauses, the priority of the duties to the classes, the rates of discretionary 
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dividends if established, any cumulative dividends in arrears, and the percentages 
of stock held by minority stockholders and changes in those percentages. 


Thoughts and Emotions of the Reporting Entity 

Kam (1990) states that ‘The newer interpretation sees the entity as... interested 
in its own survival’ (p. 306). However, not being alive, a reporting entity cannot 
have thoughts or emotions. It cannot be interested in anything. It cannot care 
whether it makes income or loss or even what is thought about as income or loss. 
It cannot even care whether it survives: “The entity is as soulless and automatic as 
a slot machine ... [It] is incapable of enjoyment, sorrow, greed, or other human 
emotions which influence those who direct it? (Gilman, 1939, p. 52). Any caring 
about the reporting entity has to be done by people who consider it. That is 
developed in the next section. 


Perspective of the Users 


theorists failed to address the perspective from which accounting reports [should] be 
prepared. 
Stewart, 1989, p. 98. 


Much of the preceding discussion might make it seem that the only place to look to 
decide on financial reporting issues is the reporting entity. However, looking solely 
to the reporting entity to see what should be considered good, to define what is income 
of the reporting entity, is inadequate, because, as the preceding section discusses, 
the reporting entity cannot care about anything, including what is good for it. The 
users of the financial reports of the reporting entity can care, and they do, about 
what they consider to be good for the reporting entity: ‘If... it is asserted that in 
accounting for an entity the interpretations and judgements of its supporters may 
be disregarded, the verv nature of the entity is therefore disregarded; for any entity 
exists by virtue of the cooperation of its supporters’ (Chambers, 1969, p. 101). 
The ‘perspective’, ‘the interpretations and judgements’, of the users of the 
financial statements of a reporting entity on what is good for the reporting entity 
need to be incorporated in the design of financial statements. 
A fable about a farm and a question about a basketball game illustrate that. 
At the beginning of the year, a farm had 1,000 cows and no other assets and no 
liabilities. At the end of the year, the farm had 1,000 sheep and no other assets and 
no liabilities. The proprietors had no transactions with the farm during the year. 
Based solely on that information, did the farm have a good year or a bad year? 
The answer is that it depends. The farm itself could not care whether it had 
cows or sheep or something else or nothing at all. The only ones who could care 
are people. Let us say that some people love cows and hate sheep and other people 
love sheep and hate cows. From the perspective of the people who love cows, 
the farm had a disastrous year. From the perspective of the people who love 
sheep, the farm had a great year. The same farm during the same period had both 
a disastrous year and a great year. How can that be? It is because people add 
something to circumstances when judging them, and the disastrousness or greatness 
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is not simply in the farm’s year but based on the perspectives of people who con- 
sider it of what is disastrous or great about the farm’s year. 

It is like a game ending with a score of UConn 77 and Duke 74. Was that a 
good result or a bad result? Again, it depends. 

Because income is so important in financial reporting and because it can be 
reported on in so many different ways, it is essential to determine what the users 
consider income and less by the reporting entity in designing financial statements. 

Incorporating the perspective of cow-loving, sheep-hating people or sheep-loving, 
cow-hating people or of sports fans does net challenge the farm or the game as the 
sole focus of attention. Incorporating the perspective of the users in the design of 
financial statements similarly does not challenge the reporting entity as the single 
unit on which attention is focused, as assigning a central place to both the reporting 
entity and the proprietors does in the proprietary theory. The perspective of the 
users of financial statements on what constitutes increases or decreases in wellbeing 
is focused on a single unit, the reporting entity and its wellbeing; it is not focused 
on both the reporting entity and the users. In contrast, the proprietary theory 
focuses on the wellbeing of both the reporting entity and the proprietors. 

The most pervasive needs to consider the perspective of the users are in the 
selection of the unit of money with which. to define the unit of measure, and in 
inflation reporting, reporting on foreign operations, and the physical operating 
capacity variety of maintenance of capital. 


Selecting the Kind of Money to Use to Define the Unit of Measure ‘The perspective 
of the users applies, for example, in selecting the kind of money to use in defining 
the unit of measure to use in a set of financial statements. A great majority of the 
users of the financial statements of most companies reside in and are interested in 
_ the money of single countries. Most U.S. users are interested in U.S. dollars, most 
British users are interested in British pounds, and so on. (Some countries use the 
moneys of other countries. For example, Ecuador, Panama, and, in effect, Argentina, 
use the U.S. dollar as their currencies [Rohter, 1999, p. TR3]. The users in those 
countries are interested in financial reports with the unit of measure defined in 
terms of U.S. dollars.) However, significant groups of the users of the financial 
statements of some companies reside in more than one country, and the perspec- 
tive of each group is likely to be based on the money of the country in which it 
resides. To apply those perspectives, a separate set of financial statements can be 
prepared for each user group, stated in the money of its country: 


A possible solution for companies having difficulty choosing a currency for reporting 
purposes is for them to express their statements in more than one currency, in more than 
one language and with more than one format to correspond to those conditions which 
various shareholder groups regard as ‘domestic’. This raises the obvious practical question 
of what percentage shareholding would be necessary for a shareholder group to qualify for 
reports expressed in terms of its own environment. (Henderson and Peirson, 1980, p. 323) 


A company issuing financial reports to users in foreign countries may... [p]repare 
two sets of financial statements, one using the home country language, currency, and 
accounting principles, the second using the language, currency, and accounting principles 
of the foreign country’s users. (Schroeder and Clark, 1998, pp. 277, 278) 


15 


ABACUS 


For example, because the Royal Dutch Shell Petroleum Corporation has 
significant groups of users of its financial statements in both Britain and Holland, 
it presents two sets of financial statements, ore in terms of British pounds and one 
in terms of Euros. 

Because of changes in the exchange rate between the two moneys, it is possible 
for one of two such sets of financial statements to report net income for a year and 
the other to report net loss for the same year. The following illustrates that possibility: 


e At January 1, Year 1, the exchange rate between the English pound and the 
euro was 1:1. At December 31, Year 1, that exchange rate was 2:1. 

e At January 1, Year 1, RDS, Inc. had £150, no other assets, and no liabilities. 

e° At December 31, Year 1, RDS, Inc. had €100, no other assets, and no liabilities. 

e RDS, Inc. had no transactions with its owners during Year 1. 


In terms of English pounds, RDS, Inc. had income during Year 1 of (£2 + 1 x 100) 
~ £150 = £50. In terms of euros, RDS, Inc. had a loss during Year 1 of €100 ~ (€1 + 
1 x 150) = —€50. 

If significant numbers of the users of RDS’s financial reports live in both a 
sterling area and a euro area, it should consider issuing two reports, one in terms 
of pounds and one in terms of euros. 

Whether a reporting entity presents more than one set of financial statements 
depends on the significance of the groups of users residing in more than one coun- 
try, on regulations governing reporting by the reporting entity by organizations or 
governments with the power to direct its reporting, on the desires of the users, 
and on the inclinations of the issuers. 


Inflation Reporting Currently, success is defined in financial statements in terms 
of the ability to pay debts. U.S. paper money implies’ that debt-paying power is 
the primary or only power of such money: “This note is legal tender for all debts, 
public and private’. The debt-paying power cf the unit of measure is always one: 
One dollar always pays one dollar of debt. 

However, the users are interested not merely in the ability to pay given 
amounts of debt whose burden may increase or decrease with changes in the 
general purchasing power of money. The perspective of people is focused on con- 
sumption. (They may invest in producer goods and services, but not to use them. 
Their investments in such goods and services are merely deferred consumption.) 
‘The ultimate objective of all investment activities is consumption of goods by 
people’ (Staubus, 1977, p. 239). (Staubus presumably includes services in his ref- 
erence to goods.) If inflation reporting is adopted, the income of reporting entities 
should be defined in terms of an increase im the ability of people to consume, 
currently or later. The unit of measure in financial statements should be defined 
in terms of the consumer general purchasing Dower of the unit of money in terms 
of which the financial statements are stated, one involving a basket of consumer 
goods and services, which changes. The perspective of the users is the only 
justification for the use of an index of changes in the general level of prices in pre- 
paring financial statements. 
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Inflation reporting is essential to conform with the criterion of understandability. 
Otherwise, gains and losses that are not increases or decreases in wellbeing in 
terms of the ability to consume, that may well be quite the opposite, are reported. 
Such reporting is not understandable to the users of financial statements. 


Foreign Operations and Inflation Reporting If foreign operations are involved 
when inflation reporting is used, the financial statement amounts for those opera- 
tions should be stated in the same unit of measure as the domestic operations, 
thus ruling out the restate-translate option provided by SFAS 89 (FASB, 1986, 
para. 39), which factors in foreign inflation. Only domestic inflation affects the 
perspective of the users of the financial statements. 


Physical Operating Capacity The physical operating capacity variety of capital 
maintenance should not be used, because the perspective of the users as to suc- 
cess is in terms of the capacity to buy consumer goods and services, not in terms 
of the capacity to manufacture products. 


SUMMARY 


The proprietary theory versus entity theory debate has bedevilled financial reporting 
too long. It should be abandoned, and a single, unified, internally consistent focus 
of attention should be sought instead. The approach of this article in seeking such 
a focus differs from the debate in the follawing ways: | f 


Financial reporters who pay attention to the theories generally feel they have 
to apply one of them and all it entails for any particular issue, that they cannot 
pick and choose aspects of more than one. This approach disputes a number of 
those aspects and applies the remaining aspects and other concepts in one over- 
all approach. 

e This approach holds that the reporting entity exists, its existence is separate 
from that of all other entities, and the view that the reporting entity is a fiction 
(a ‘fictitious person’) is harmful to both the law and financial reporting. Nothing 
fictional should be introduced in designing financial statements. 

e This approach uses a single focus of attention. The financial statements of GM 
should be solely about GM, and not also about GM’s stockholders, about Ford, 
or about anything or anybody else. That contrasts with the classic description of 
the proprietary approach, in which attention is focused on both the reporting 
entity and the proprietors. 

e Current terminology and analyses imply that we are reporting on aspects of 

parties other than the reporting entity—-for example, aspects of outside debtors, 

creditors, stockholders, stakeholders or claimholders. Under this approach we 
should be reporting on only aspects of the reporting entity, including the 
reporting entity’s side of its transactions and relationships with other entities. 

Under the proprietary theory, the proprietor is seen as owning the firm’s assets 

and owing its liabilities. This approach holds that ownership and being in debt 

are not always important, but when and where they are important, the reporting 
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entity, not anything or anyone else, such as the proprietors, should be viewed 
as owning the assets and owing the liabilities. GM in fact owns its assets and no 
one else, and financial reporting should reflect that fact rather than reflect 
doubt that the reporting entity even exists. 

e Under the proprietary theory, income is held to be that of the proprietors. This 
approach contends that it should not be held to be so. It should be held to be 
income of the reporting entity. GM’s income should be held to be GM’s, not its 
stockholders’. 

e This approach clarifies that treasury stock transactions of the reporting entity 
are not its sales or purchases. 

e We currently report ‘owners’ equity’ and ‘minority interest’. Those are aspects 
of the majority and minority stockholders, not of the reporting entity. In this 
approach, the focus is solely on the reporting entity, not, for example, on 
anything that belongs to any of the stockholders. Information about majority 
and minority stockholdings and all other holdings of equity securities of the 
reporting entity should be provided in the notes to the statements. 

e Under this approach, the users are helped by presenting the difference between 

the total of the assets and the total of the liabilities as a single amount, the 

equity of the reporting entity in its own assets. Information concerning the 
sources of equity and the legality of dividends should be provided in the notes to 
the statements. | | 

The literature sometimes implies that the reporting entity has thoughts or 

emotions. This approach incorporates the view that the reporting entity is not 

alive so it has no thoughts or emotions. 

Rather than report on the proprietors, under this approach reporting on the 

reporting entity is from the perspective of the users of the reports. Solutions to 

Issues such as selecting the unit of measure, mflation reporting, reporting on 

foreign operations, and maintenance of capital are helped by this concept. 


This article helps distinguish between liabilities and equity, a topic of current 
interest to the profession, challenging the FASB’s recent revision of its definition 
of liabilities. It describes a liability as a noncontingent, nondiscretionary duty of 
the reporting entity to provide resources to another entity. It emphasizes that equity 
instruments of a reporting entity are not resources of the entity. It describes equity 
as simply the numerical difference between the total of the reporting entity’s 
assets and the total of its liabilities, merely a concept, a thought. It indicates that 
the duties of the reporting entity to its equity security holders are discretionary 
and that those duties should be described in the notes to the financial statements. 

It indicates that the users of financial statements need to have nondiscretionary 
payments, such as for interest and taxes, that result from the profit-directed activities 
of the reporting entity reported as expenses and distinguished from discretionary 
payments, such as dividends, which do not result from such activities. 

The overall message of this article is that the attempt to deal with an issue in 
financial reporting should not be abandoned because it seems to be insolvable. 
Issues that have long evaded solution in financial reporting should be solved if 
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possible; if not, they should be reformulated: ‘If our present formulation of ques- 
tions prohibits obtaining answers, we must reformulate those questions in order 
to obtain answers to them’ (Sterling, 1979, p. 5). In this article, I attempt to end 
the quandary we have long had over the theories of the firm by reformulating 
the issue. 
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. A Historical Perspective 


` 


This article reports several archival auditing discoveries and episodes, 
including significant previously unpublished ones, in a context that relates 
auditing to early corporate enterprises in the United States. While the 
Baltimore and Ohio Railroad’s reliance on its audit committee of directors 
from its inception in 1827 and the functions of the auditing committee of 
the Mobile and Ohio Railroad in the 1850s are the principal subjects 
of the article, other railroad examples are also provided. These uses of 
auditing in the early corporate United States provide materials which 
provide a useful perspective for today’s accounting researchers and 
practitioners as to the fundamental control and governance values of the 
auditing function. The article advances the basis for explaining the origins 
and development of auditing in the Urited States. 


Key words: Auditing; Corporate governance; History. 


Recent interest in the accounting academic community about how the U.S. 
accounting profession got where it is today (Zeff, 2003a, 2003b) or more specific- 
ally on the subject and origins of the auditing function (Imhoff, 2003, pp. 117-28) 
relates the importance of auditing to corporate governance and thereby to 
modern capital markets. Imhoffs ‘Accounting Quality, Auditing, and Corporate 
Governance’, which appeared in a 2003 supplement of Accounting Horizons, is on 
point, tying together accounting, auditing and corporate governance as essential 
to capital markets. It is also on point in its call for academic accountants to be 
involved in commentary and research which will provide direction for change and 
improvement to prevent accounting failures. However, with regard to the article’s 
first objective, namely a review of the historical development of accounting, audit- 
ing and corporate governance, only a review of auditing since the 1929 stock mar- 
ket crash is provided. Audit researchers reduce their understanding when they 
view the historical development of accounting, auditing and corporate governance 
from the limited perspective of twentieth-century events, such as the 1929 stock 
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market crash. In so doing they overlook earlier important and increasingly well- 
developed historical literature on auditing in the United States.’ 

This article provides a compendium of prior and recent original research, examin- 
ing the authors’ archival discoveries of auditing in pre-Civil War U.S. corporations. 
This synthesis of the development of auditing in the United States, including the 
earliest period of U.S. corporations in the late 1700s through the Civil War, seeks 
to better inform our literature as to the development of auditing as a practice to 
serve the investment community and to support effective corporate governance. 
The article adds to the literature in many ways. It reports discoveries not previously 
reported in published sources; it serves to improve the understanding of the origins 
and operations of auditing in a variety of corporate environments; it supplements 
the previously incomplete research works explaining auditing practice in the United 
States; and finally it provides an example for scholars‘to consider in advancing 
their exploration of subject matter of auditing in the context of a variety capital 
formation environments. 


AUDIT HISTORY LITERATURE REVIEW 


A common understanding of the ancient origins of auditing is that it appears to 
have its roots in the ancient empires of Egypt, Greece and Rome, in which audit- 
ing arose as a tool to ensure that public officials carried out their responsibilities 
for the empire as opposed to enriching themselves and abusing their authority 
(Boyd, 1905, p. 74). Brown’s work, A History of Accounting and Accountants, is 
an appropriate starting point for the study of auditing origins in the United States 


t Other researchers also have left the early development of auditing in the U.S. unexamined. Moyer, 
writing in The Accounting Review in 1951, traced U.S. auditing only back to the post Civil War 
practice of British auditors being sent to the U.S. to examine U.S. investments for European inves- 
tors. He links U.S. auditing to the British auditing development in the mid-nineteenth century. His 
influential paper has perhaps been the basis for auditing researchers to assume that nothing hap- 
pened auditing-wise prior to the arrival of the British auditors after the Civil War. 

A survey of three leading U.S. audit textbooks confirms the failure of authors to include any his- 
tory of early U.S. development of auditing. Some of the authors of these texts are auditing’s lead- 
ing researchers. Despite this survey being limited to only three textbooks, we believe that the 
general state of auditing texts with regard to audit history is captured by these three books. 

In the 2005 edition of Auditing and Assurance Services: An Integrated Approach by Alvin Arens, 
Randall Elders and Mark Beasley, the earliest reference is to the Ultramaxes case of 1931 (p. 114). 
The 1933 and 1934 Securities Acts are given full coverage starting on page 108. 

William Messier’s third edition (2003) of Auditing and Assurance Services: A Systems Approach 
devotes five pages (pp. 712-16) to the 1933 and 1934 Securities Acts. It does cite George J. Benston’s 
1969 Accounting Review article which found 82 per cent of the New York Exchange listed companies 
had outside audits in 1926 to make the point that auditing did exist before being mandated by the 
Securities Acts. Also the author states on page 5 that auditing existed in Greece in 5¢0 Bc, but ‘the 
birth of modern accounting and auditing occurred during the industrial revolution, when corpora- 
tions needed to raise capital to finance expansion’. 

Auditing and Assurance Services by Timothy Louwers, Robert Ramsay, David Sinason and Jerry 
Strawser (2005) goes back to 1900 in its history of auditing: ‘Most of the large, international 
accounting firms were founded around the turn of the 20th Century (late 1800s/early 1900s) during the 
Industrial Revolution and before income taxes even existed in the United States. As such, the pri- 
mary focus of their practice has been traditional accounting and auditing services’ (2005, p. 15). The 
underlined point above is inaccurate, given the U.S. income tax of the Civil War period. 
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not only because of its vintage, but also because of political, cultural and financial 
relationships between England and the United States in the period leading up to 
the American Revolution. The understanding of U.S. auditing history has also been 
influenced to a degree by writings such as those of A. C. Littleton, who in his 1933 
book Accounting Evolution to 1900 asserted that a revised British Companies 
Clauses Consolidated Act in 1845 opened the door for the rise of outside expert 
auditors, as professionals, to begin to assist in audits by shareholders who were ‘ama- 
teurs’ in conducting audits of corporations (Littleton, 1933, pp. 289-90). Chapter IV 
of Brown’s history reviews the origins of auditing with attention to the British 
Isles in a generic manner from remote history, tracing institutional and govern- 
mental uses with attention to the Royal Exchequer of England under Henry III. 
Other chapters explore professional accounting and auditing origins in various 
national settings, with Chapter VI addressing the United States. However, Brown’s 
information about the origins of auditing in the U.S. is limited and goes back no 
further than a brief mention of a solitary practitioner in Boston in 1847, and then on 
to a notice of the New York Institute of Accounts (1882). In the century since 
Brown wrote and the seven decades since the publication of Littleton’s work, addi- 
tional episodes in nineteenth- and early twentieth-century public accounting and 
auditing in the United States have been related. Many of these are noted below. 
The purpose of this work is to offer new evidence about recent discoveries which 
provide information about the purpose and practice of auditing in the United States, 
with particular attention to antebellum nineteenth-century events and activities. 

Attention to many if not all of these episodes in the history of auditing is 
typically omitted in contemporary U.S. audit textbooks. Often texts start with a 
discussion of auditing in the context of the 1929 stock market crash or by a brief 
generic reference to the British Companies Acts of the nineteenth century. 

The auditing of British industrial enterprises, according to Pixley, gained 
increasing acceptance in the mid-nineteenth century (Pixley, 1881, p. 9). At the 
turn of the twentieth century mandatory audits came into being under provisions 
of the Companies Act. Pixlev’s book and Lawrence Dicksee’s Auditing: A Practical 
Manual for Auditors (1892) were technical ‘how-to’ audit books. These two 
volumes were influential in early U.S. auditing practice. In 1905, following the First 
World Congress of Accountants in St Louis, Arthur Lowes Dickenson arranged for 
Robert H. Montgomery to publish an authorized American edition of Dicksee’s 
Auditing. Thus, the Montgomery series of auditing texts, which continues through 
today, was launched in the United States. Dickenson, who had been educated at 
Cambridge, came to the United States to lead Price Waterhouse’s audit practice 
which included J. P. Morgan’s amalgamation of Andrew Carnegie’s assets into 
United States Steel, the first U.S. billion-dollar corporation. These events contrib- 
uted to an accepted view that U.S. auditing originated from these British roots. In 
a 1951 Accounting Review article C. A. Moyer (p. 3) supports this interpretation, 
adding that U.S. audits were 


patterned after the British general audit. In fact, much of the auditing work was done by 
visiting British auditors, retained by British investors in American corporations. It is 
generally recognized that auditing in Great Britain had been instituted to a great extent 
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by specific statutory requirements. The principal function of an audit was considered to 
be an examination of the report of stewardship of corporation directors, and the most 
important duty of the auditor was to detect fraud. The search for defalcations resulted in 
[a] minute, painstaking check of the bookkeeping work done by the employees of the 
chent. Almost all of the time of the auditor's staff was devoted to checking footings and 
postings in detail, in looking for bookkeeping errors, and in comparing the balances in 
the ledger with the trial balance and with the statements. 


EARLY AUDITING: FROM PILGRIMS TO CANAL CORPORATIONS 


The need for auditing develops in response to fundamental agency issues (i.e., 
whenever property is not under the physical control of its owner but is under 
control of others employing the property to generate returns, the need for reliable 
and relevant information exists in order to serve the owners of the property). The 
compelling and influential Modern Corporation and Private Property by Adolf 
Berle and Gardiner Means in the 1930s represents a classical exposition of this 
view of the relationship between information rights and property rights and the 
monitoring role they identified as necessary. Agency is not, however, a phenome- 
non limited to the twentieth century. For a thousand years, emperors in ancient 
kingdoms through British monarchs found that auditors were an essential element 
in controlling their subordinates. Fraud detection was an important dimension to 
this facet of early accounting (Brewster, 2003, p. 30). As Brewster points out (p. 30), 
even Aristotle, in his book Constitution, described how a model government would 
need three boards of accountants to run the state. One of these boards would be 
‘examiners’—auditors, no doubt. 

British monarchs, in their constant search to finance wars during the Middle Ages, 
used auditors to ensure that nobles were contributing their fair shares to military 
campaigns and that the amounts used on these lethal ventures were properly spent 
by subordinates. By the 1400s, a ‘royal auditor’ position had emerged; it had power 
over nobles, ministers and members of the royal family (Brewster, 2003, p. 33). 

Besides helping to control assets and expenditures across a kingdom, beginning 
around 1600, auditing crossed into the private sector in England with the forma- 
tion of joint-stock corporations. The British joint-stock company has been traced 
back to the Hamburgh Company, the first incorporated entity, which had been 
formed in 1296 during the reign of King Edward I. This company traded woollen 
goods across the English Channel with Antwerp, then Calais, and later Hamburgh 
(the company’s namesake). Other joint stock companies were incorporated to 
trade during later reigns of British monarchs. The forerunners of today’s corpora- 
tions were financed by risk-taking capitalists in London. These enterprises traded 
or colonized overseas while English national interests were at stake as Spanish, 
Portuguese, Dutch and French competitors also were conquering and trading 
across the world. The East India Company, chartered by Queen Elizabeth on 
31 December 1600, was organized to trade in the seas east of the Cape of Good 
Hope and west of the Straits of Magellan. It was a powerful boon to the mercantile 
ambitions of the crown. The East India Company lasted more than 250 years and 
evolved from a trading, ‘venture accounting’ company to more of a merchant 
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bank in its later days. During much of its existence, in which it operated large 
overseas outposts far from its investors, the owners at the shareholder meeting 
could elect an auditor for examining the accounts (Baladouni, 1983, 1990). 

Starting with the Roanoke colony in North Carolina in 1585, then Jamestown 
in Virginia in 1607, Plymouth Colony in Massachusetts (Pilgrims—1620) and 
Massachusetts Bay Company (Puritans—1629), the English colonization in America 
was financed by private investors seeking profit. These ventures received the 
blessing of the crown along with the privileges of a royal charter as a joint-stock 
company. Because London capital providers were separated from control of the 
assets, which sailed to America with the colonists, accounting and auditing 
became important in providing capital for the settlement of America—from the 
very start of the nation. 

Willard Stone described the financial struggles of the Pilgrims in his 1975 article 
in which he examined William Bradford’s History of Plymouth Plantation. As 
Stone points out, the Pilgrims began to seek financing and a charter for settling in 
America in late 1617. By mid-1620, they had raised sufficient capital from London 
financiers and merchants, known as the ‘Adventurers’, while the Pilgrim group 
who would settle in America were known as ‘Planters’. The groups drafted a 
formal agreement to bind the members; it was basically an agreement with two 
classes of owners. Each planter would be advanced an equivalent of £10 and two 
shares for going to the Plymouth Colony. Here the Planters would fish and build 
houses. The Planters’ equity would be ‘sweat equity’ based on work. After seven 
years, profits of the enterprise would be divided between the Planters and the 
Adventurers based on the number of shares held. 

In 1628, the Pilgrims reported that the debt to the Adventurers was no more 
than £400 although the Adventurers’ books in London showed an amount ten 
times as much. By 1630, this amount had grown to £4,770, and the Adventurers 
sent Mr Hatheley in the capacity of an auditor to investigate why the Plymouth 
Colony was not doing better. Of course, the starting point of Hatheley’s audit 
investigation was the Pilgrims’ business manager (and bookkeeper), Mr Allerton. 
However, Hatheley found nothing amiss with the way Allerton did business 
and in fact stayed on to go into partnership with him in several private ventures 
(Stone, 1975, p. 8). After another decade of dispute between the Planters and the 
Adventurers, there was a final agreement and a payment to end the Adventurers’ 
claim in 1641. The lesson learned by the Pilgrims was the importance of teaching 
the young how to ‘cast up accounts’ (Stone, 1975, p. 36). Accounting was ranked 
with reading and writing in the first school in Massachusetts in 1671. 

Perhaps the Puritans learned from the Pilgrims’ mistakes, for the Plymouth 
Colony did not seem to have the same problems. It used auditors from its inception. 
During its two-year organization period beginning in 1628, officials including a 
governor and a treasurer were appointed. In June 1629, eight auditors were 
appointed ‘to audit the accounts’ (Previts and Merino, 1998, p. 16). As Previts and 
Merino note (p. 17), ‘taking the treasurer accounts was followed regularly thereafter’. 

James Don Edwards, in his 1960 History of Public Accounting in the United 
States, reinforces the connection with British audits by inferring that American 
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public accounting practice related to the “first major recognition of a public 
accountant’ in 1720 in England (p. 5), when ‘Charles Snell, one of the outstanding 
English accountants of the eighteenth century’ prepared a report on Sawbridge, a 
South Sea Company subsidiary which Snell had audited in the wake of the South 
Sea ‘bubble’..The South Sea Company scandal reduced the crown’s use of cor- 
porations for business ventures in both Great Britain and in the American Colonies 
for decades to come. 

Recent writings also reveal that George Washington, after the Revolution, sent 
his account books to be audited by James Milligan, the Comptroller of the Treasury, 
for reimbursement of expenditures he had made during his eight years as general 
of the Continental Army (Brewster, 2003, p. 42). Brewster notes (p. 43) that the 
account books were out of balance by only one dollar. He goes on to emphasize 
that long before private sector accounting developed, the United States had fully 
working governmental accounting systems at the federal and state levels, com- 
plete with auditors and comptrollers, to account for financial resources of govern- 
ment and to prevent fraud and ilegal activities by public officials and employees. 
Chatfield and Vangermeersch state that in establishing the new government, ‘the 
need for an audit function was recognized. The first Congress in 1789 approved an 
Act that included a provision for the appointment of an auditor. The auditor’s 
job—basically a clerical function—was to receive public accounts, examine them, 
and certify the balance’ (Chatfield and Vangermeersch, 1996, pp. 338-9). 

Brewster’s work is worth reading for additional assertions about the origins and 
relationships of early governmental accounting activity and for learning about his 
candidate for the first public accountant in the United States, Jeremiah Woolston 
of Wilmington, Delaware (2003, pp. 44-6). Woolston’s practice prospered in 1827 
when three investor groups, each owning a different mill, approached him at a 
meeting and asked that he be responsible for paying the expenses of the mainte- 
nance of floodgates that controlled a stream that was common to all three mills. 

In the post-Revolutionary period, commercial enterprise surged. One early enter- 
prise that George Washington instigated to support commerce from the Atlantic 
coast to the Ohio River Valley was the Potomac Company, incorporated in 
Virginia in 1784 and Maryland in 1785 (Russ and Coffman, 2002, p. 5). This cor- 
poration was to construct locks to allow navigation on the Potomac River such 
that passengers and freight could better navigate and utilize the river for east- 
west commerce. What seems significant is that from the company’s inception in 
1785, its bylaws provided that three shareholders would be appointed to examine 
the treasurer’s records. This appointment of the shareholder audit committee was 
made at the company’s second meetings on 7 August 1786 (Russ and Coffman, 
2002, p. 7). 

The Potomac Company failed. In 1823, a new group of investors obtained charters 
from the states of Virginia, Maryland and Pennsylvania to start a new corpora- 
tion, called the Chesapeake and Ohio Canal Company, to connect the Potomac 
River with the Ohio Valley. Like the former company, the Chesapeake and Ohio 
used the elected-shareholder audit committee to examine the treasurer’s accounts 
(Russ and Coffman, 2002, p. 8). 
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The vast unsettled areas of the American continent that were charted by Lewis 
and Clark following the Louisiana Purchase created overwhelming opportunity for 
settlers seeking land. Remote areas were not accessible and therefore undeveloped 
since, except for waterways, there were no roads. As the western movement into 
the Ohio and Mississippi Valleys began, inland transportation systems emerged. 
First there was the National Road/Cumberland Road, beginning in 1817, that con- 
tinued westward across Ohio and Indiana and reached Vandalia, Ilinois, by 1841. 
Hereafter road construction lost its primacy as canals, and then railroads, both 
new technologies, began to replace the wagon as the means of commercial inland 
and overland transportation. 

Five years after the National Road reached the Ohio River at Wheeling, West 
Virginia, the Erie Canal was completed in 1825. Its impact on shipping freight was 
immediate as the cost of of freight between Buffalo and New York fell from $100 
to $5 per ton. Millions of acres of land suddenly became valuable because the 
goods that could be produced on the land could be economically delivered to the 
marketplace. The Great Lakes region, the Ohio Valley and the Mississippi River 
region were commercially accessible from New York City via the Erie Canal to 
Buffalo, then via the Great Lakes. Merchants at eastern ports immediately feared 
loss of markets to New York, which would dominate the western trade. Baltimore 
merchants, in particular, worried about losing their special advantage of the portal 
connection with the west via the Cumberland Road because moving freight by 
wagon just a few miles doubled the cost of the goods, and a distance of several 
hundred miles could increase the goods’ cost many fold. 

East Coast merchants and states invested in both canals and ‘railed roads’. 
Washington, D.C., merchants founded the Chesapeake and Ohio Canal Company 
to follow the Potomac River upstream. Philadelphia merchants thought that the 
key to the western trade would be a canal up the Susquehanna River and then a 
railroad link to Pittsburgh, connecting Philadelphia with the Ohio Valley. For 
Baltimore, the railed-road link to the Ohio River would be the city’s answer to 
the competition among the seaboard ports. 


The Baltimore and Ohio Railroad 

In 1827, two dozen Baltimore merchants with both the City of Baltimore and the 
State of Maryland, capitalized the Baltimore and Ohio (B&O) Railroad with 
initial contributed capital of $3,000,000 at a time when other businesses (with few 
exceptions such as the Erie Canal) were small farms, mills, ships, banks or stores, 
all requiring capital amounts within the means of one person, a family, or a small 
regional group of partners. The B&O for more than twenty-five years would 
require an investment of $18.3 million to build the line to the Ohio River at 
Wheeling. The B&O’s 1827 corporate charter granted by the State of Maryland 
required an annual statement of affairs from management. Further, the corporate 
minute book details that the by-laws of the corporation, from its inception, 
established that an audit by the members of the board was to be conducted. The 
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use of the board audit was thus an early and important tool of corporate govern- 
ance and accountability. 


THE ‘ROUTINE’ AUDIT COMMITTEES AT THE B&O 


The activities of the audit committee of the B&O Railroad were recently discovered 
during an examination of the railroad’s archives at the B&O Museum. The hand- 
written minute books from the first director’s meeting in 1827 identify the original 
corporate by-laws, which mandate an audit committee with the following words: 
‘A Committee shall be appointed at least once in three months to inspect the 
accounts and funds of the Company and to examine the vouchers for all monies 
expended and shall report the same’. The board of directors met on 8 September 
1827, and appointed two of the directors, John B. Morris and William Stewart, to 
examine the “Treasurer’s accounts’ and to report their finding to the board at the 
next meeting (Baltimore and Ohio Rail Road Company, 1827-1830, p. 30). The 
committee’s report, reproduced in Exhibit 1, is the first known written U.S. 
corporate audit report. | 

In the Exhibit 1 material, it should be noted that vouchers were being used to 
support disbursements, all of which had been authorized by the board of direc- 
tors. These internal controls, along with the audit committee’s examination, were 
techniques to ensure that assets were safeguarded. 

A similar report was given at the 8 May 1828 meeting of the board of directors. 
For the June 1828 quarter, an audit committee, this time consisting of John B. 
Morris and Patrick Macaulay, was appointed to examine the treasurer’s accounts. 
The committee’s report is given in Exhibit 2. 

This may be the earliest use of the term ‘audited’ in a U.S. corporate audit 
report. In the exhibit, minor errors are noted: the date 31 June was meant to be 


Exursrr 1 


OCTOBER 1827 BALTIMORE AND OHIO RAILROAD AUDIT COMMITTEE REPORT 


Meeting of the Board 

1" Oct 1827 

Report of the Committee 
Appointed to examine the 
Treasurer’s a/c 


1827 Oct. 1 We have examined the foregoing a/c & find the same to be correct exhibiting the 
amount rec’d by the treasurer of the Railroad & the several disbursements authorized by the board by 
which it will appear there remains a balance of $17,835.9/100 at the credit of the company as pfer] 
book balances on the 29" of September [with] satisfactory vouchers being produced to show the 
correct refs of the afore said disbursements. 


Signed John B. Morris 
William Stewart 


Source: Baltimore and Ohio Rail Road Company Board of Directors, Minute Book A, 24 April 1827 
to 26 August 1830, Hays T. Watkins Research Library, B&O Museum, Baltimore, pp. 31-2. 
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Exumir 2 


MAY 1827 BALTIMORE AND OHIO RAILROAD AUDIT COMMITTEE REPORT 


The foregoing account/recorded in a/c cur[ren]t Book fol 3 has been examined and found to be correct 
and supported by the necessary vouchers by which it appears that a balance of Thirteen thousand two 
hundred fifty six dollars and forty four cents remained in the hands of the Treasurer on this 11" day 
of July exclusive of the installments now paying in and the sum of Six thousand three hundred & forty 
five dollars and fifty five cents charged to the Government of the United States and which is expected 
to be refunded as per Balance Sheet in act/rcd herewith furnished. 

The Committee to whom was [re|ferred the examinations of the accounts of the company for the 
quarter ending the 31" June 1828 beg leave to Report that they have found them correct and 
supported in all cases by the necessary vouchers. The Treasurer’s account will exhibit the Balances 
now in hand and the amounts to be audited by the Government of the United States with the 
certificate (copied above) thereto of the Committee. The Committee deem it proper to inform the 
Company that a charge of 2!/, pfer] cent has been made by some of the Engineers engaged in active 
duty upon the amounts disbursed through their hands, this charge has been allowed by the President 
of the Company as being in conformity with the established usage in similar cases in the Service of the 
general government. 


Signed John B. Morris 
Patrick Macaulay 


Source: Baltimore and Ohio Rail Road Company Board of Directors, Minute Book A, 24 April 
1827 to 26 August 1830, Hays T. Watkins Research Library, B&O Museum, Baltimore, pp. 138-9 
(emphasis added). 


30 June. Two other matters of interest: First was the fact that some engineers had 
been charging the B&O a 2'/, per cent fee for processing payments under their 
control. This practice, apparently, was customary during their federal government 
service. The audit committee reported that the practice met with acceptance by 
the B&O president. Second, the receivable of $6,345.55, for costs that the B&O 
paid, was to be provided by the federal government. This charge for surveying 
would appear on several quarterly audit reports before it was collected. 

The audit committee rendered a ‘two paragraph’ report to the board of directors 
for the next quarter. It is reproduced in Exhibit 3. A relationship between the 
paragraphs resembling a scope of examination and an opinion paragraph may be 
asserted here for the sake of argument. That is, the structure of the 1828 report 
seems similar to a modern ‘two paragraph’ audit opinion. This observation, however, 
should be tempered with awareness as to earlier known uses of audits, as in the 
case of the Union Marine and Fire Insurance Co. of Newburyport, Massachusetts, 
which was the subject in 1816 of a court-appointed audit, which will be discussed 
in a following section. 

At the 28 December 1828 meeting of the board of directors, as the last item of 
business, the ‘Committee to Examine & Report upon the Treasurer’s accounts’ 
(according to the provisions of the third article of the ‘Bye Laws’) was appointed. 
Both John B. Morris and Patrick Macaulay retained membership on this com- 
mittee, and William Stewart, who had served previously, was reappointed. This 
expansion to three members reflected the agreement that the company would 
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EXHIBIT 3 


Report of the Committee appointed to inspect the Treasurers accts for the 3rd quarter of 1828. 


The Committee appointed to inspect the accounts and funds of the Company and to examine the 
vouchers for all monies expended agreeably to the 3rd article of the Bye Laws produces the following 
report & statement to which being read was accepted to wit: The within account recorded in a/c with 
cur{ren|t Book/fol 5 has been examined and found to be correct and supported by the necessary 
vouchers by which it appears that a balance of seventy seven thousands nine hundred & fifty seven 
dollars & forty four cents remained in the hand of the Treasurer on the 1st day of October exclusive 
of the installment now paying in and the sum of Six thousand three hundred & forty five dollars & fifty 
cents charged to the Government of the United States & which it is expected to be refunded as fd 
Balance Sheet marked & herewith furnished. 


John B. Morris 
Patrick Macaulay 


The committee to whom was referred the examination of the accounts of the Company for the 
Quarter ending the 30" of Sep 1828 beg leave to report that they have found them correct and 
supported in all cases by the necessary vouchers. The Treasurer’s account herewith transmitted 
exhibits the balance now in hand together with the amount to be obtained from the government of the 
United States. 


All of which is respectfully submitted. 


Oct 4 1828 John B. Morris 
Patrick Macaulay Committee 


Source: Baltimore and Ohio Rail Road Company Board of Directors, Minute Book A, 24 April 1827 
to 26 August 1830, Hays T. Watkins Research Library, B&O Museum, Baltimore, p. 148. 


appoint two directors and the City of Baltimore (a major holder of stock) would 
appoint one director to this committee. Given the financial backing by the city 
of the B&O enterprise, this power to appoint a member of the audit committee 
reflects how important this committee was in the financial administration and 
governance of the venture. 


CONSTRUCTION OF THE B&O LINE AND THE AUDIT 
COMMITTEE’S IMPORTANT ROLE 


Railroad track construction began officially on 4 July 1828, shortly after a conflict 
developed over who was in charge of construction—a three-person board of engi- 
neers (the survey engineers) or the superintendent of construction, Casper Wever 
(Flesher et al., 2003, pp. 377—9). This issue extended not only to locating the track 
on the route but also to the quality of work performed by contracted workers and 
the manner in which Wever was paying contractors. Wever was interested in 
keeping the project ‘on time’ and had a practice of making changes to track 
layouts and bridge design and location as construction was ongoing, causing work 
to be redone and more costs to be incurred. Additionally, due to the competition 
of the Chesapeake and Ohio Canal construction nearby, labour in the area was in 
short supply, and contractors had to pay a labour premium. Wever approved the 
extra costs due to the changes and the higher labour costs that were beyond the 
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contracted amounts because he feared that the contractors would leave and others 
would be unwilling to take up the work. 

Conflict surfaced when the board of engineers sought to control Wever’s 
activities. The board issued regulations that would require him to account for all 
disbursements. The regulations set forth a series of steps to be authorized and 
approved before payment was rendered. They also required that the accounts 
under the superintendent’s control be audited by the board of director’s audit 
committee (Flesher et al., 2003, p. 378). It was agreed that Wever would render a 
monthly progress report to the board of engineers, and request its permission 
before making changes in the construction plans. 

Later, the engineers became concerned again over Wever’s practice of allowing 
contractors to receive advances on work not yet completed; a voucher was used to 
record the payment of funds but without a description as to quality, contract, 
place, or other circumstance of the expenditure (Long and McNeill, 1830, p. 118). 


OPERATIONAL AUDITING AND THE B&O 


These events brought into being an important audit activity—-what we would 
identify today as an operational audit. As described, the B&O used the audit 
committee of the board of directors to investigate the construction superintendent’s 
handling of expenditures. The audit committee then prepared a reorganization 
plan for the B&O. The committee’s report, dated 2 January 1830, was quickly 
implemented by the board of directors. The audit committee recognized that 
Wever’s problems were due to the lack of separation of duties as superintendent 
of construction. The committee developed a reorganization to create new functions 
and separate his operating duties from those of the superintendent. This action 
may have saved the B&O from failure. In the ensuing twenty-five years that it 
took to complete construction, the B&O frequently ran into financial difficulty, 
but it survived. It is interesting to speculate whether, without effective oversight 
by the audit committee and its input, the B&O would have failed during its develop- 
ment phase. 


The Mobile and Ohio Railroad 

The Mobile and Ohio Railroad, established in 1849 to connect at the Ohio River 
with the Illinois Central coming out of Chicago, was to be the major road in 
the South. It is also an example of an antebellum entity with a functioning audit 
committee. 

Like the B&O, the M&O began using an audit committee of directors from its 
origin. Rule 11 of the company bylaws, adopted 2 June 1853, specified: ‘Once in 
every three months a Committee to be elected by ballot by the Board, shall examine 
the Treasurer’s accounts, and all vouchers connected with receipt and payment of 
money, and report at the next regular meeting of the Board’ (Mobile and Ohio 
Railroad Company, Minute Book 2, p. 35). Exhibit 4 is the audit report from the 
sixth annual meeting of stockholders, 6 March 1854, which was attached to the 
M&O balance sheet. 


31 


ABACUS 


Exaursrr 4 


MARCH 1854 MOBILE AND OHIO RAILROAD AUDIT COMMITTEE REPORT 


The undersigned, Committee appointed agreeably to a resolution of the 4th January, passed by the 
Board of Directors, to examine the books of the Mobile & Ohio Rail Road Company, beg leave to 
report: That they have carefully and thoroughly examined each entry in said books, posted to their 
proper accounts, commending on the first of May, 1853, the date of the last examination, and ending 
on the 1° of February, 1854—that the Balance Sheet of that date is correct and exhibits the true state 
of the affairs of the Mobile & Ohio Rail Road Company. They have also examined auxiliary books 
and vouchers for money paid and received, and find them all correct. 


T. J. FETTYPLACE, 
JESSE CARTER 
C. GASCOIGNE 


Mobile, March 6th 1854. 


Source: Mobile and Ohio Rail Road Company, Proceedings of Sixth Annual Meeting of Stockholders, 
1854, pp. 21-2. 


The M&O Minute Book contains an entry dated a few months later that is 
particularly relevant to auditing: 


The undersigned committee appointed to examine the Treasurer’s account of receipts 
and expenditures of money for the six months ending 31st October 1853, beg leave to 
report 


That the Treasurer has shown us the vouchers and given us the explanations of all the 
expenditures. With regard to the receipts, the Committee can form no opinion beyond 
the statements as made by the Treasurer. To examine into the correctness of his receipts, 
will require a competent accountant as auditor and more time than any member of the 
Board can possibly give. 


Even in this early age of corporate America, the M&O audit committee believed 
that it was in need of the technical expertise of an accountant to be the auditor, 
hence the suggestion urging the employment of one as auditor. 

In 1856, the M&O utilized its audit committee of directors to investigate the 
chief engineer and another key employee who were involved through relatives in 
secretly buying up land along the right of way, taking advantage of their insider 
information after the route had been determined by these same individuals. The 
audit committee saw to the dismissal of the employees for this conflict of interest. 
At the same time, the by-laws were amended to add five rules to address ethical 
expectations of directors and officers (Mobile and Ohio Railroad Company, Minute 
Book 2,2 June 1853, p. 27). Thus, from the beginning, the audit committee was a 
governance tool at the M&O. 


Audits and Early Nineteenth-Century U.S. Financial Institutions 

Financial institutions such as banks and insurance companies begin to appear in 
growing numbers at the turn of the nineteenth century. In 1791 when the First 
Bank of the United States was chartered there were only three banks in the entire 
country; by 1816 the number had increased to nearly 250 (Shapiro, 1995), Banks 
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were not the only vehicles of financial intermediation and investment capital. 
Insurance companies, such as the Union Marine and Fire Insurance Company of 
Massachusetts, formed in 1807, served as allocation mechanisms. Early corporate 
financial institutions were then, as now, not immune to the risk of embezzlement. 
Such an early alleged fraud became the basis for the ‘Report of the Auditors 
appointed by the Justices of the Supreme Court to Examine the Accounts of the 
Union Marine & Fire Insurance Company in Newburyport’. These records and the 
lengthy report represent an early example of an audit commissioned in the pursuit 
of clarification as to the disposition of premiums and other securities entrusted to 
the secretary of the company over a period from its founding through March 1810. 
The court-appointed auditors provided a twelve-page document which laid out the 
lack of controls between the companies accounting for cash, checks drawn and 
deposits made and dividends paid through its accounts at the Hallowell and Augusta 
Bank. The three auditors conclude their report with the following statement: 


The Auditors have devoted much time and labour to an examination of the Books of the 
Company... From the very loose and confused situation in which they now appear— 
from the many omissions and mis-entries which they must contain; and the obscurity 
in which all the accounts of the Hallowell Funds are involved, the Auditors believe it to 
be impossible to make any correct estimate of the existing deficiency. From the best 
judgment they can form, after £ careful investigation of every transaction of the Company 
from March, 1810... to the time of making this examination in 1814, so far as the same 
could be explained by the books of the Company or by Witnesses produced, they find 
that there is unaccounted for in the transactions of that Corporation as an Insurance 
Company the sum of Twenty Seven Hundred and nineteen dollars, fifty four cents; and 
in the transactions of that Corporation as connected with the Hallowell and Augusta 
Bank, the sum of Five thousand one hundred and eighty dollars, eighty seven cents. 
(Massachusetts Supreme Judicial Court, 1816, p. 6) 


The report concludes with a statement of payment for the services of the three 
auditors in the amount of $350.40. 

An event such as the audit above seems an appropriate community response to | 
the violation of due care and trust. An audit imposed upon a corporation, a legal 
entity created to serve the community as part of a legal proceeding, was employed 
clearly as social control mechanism. However, no mention was found in the report 
that routine or annual auditing, as a procedure, was required or employed as part 
of the insurance or banking arrangements in question. 

Another financial institution of this era, The Union Insurance Company of 
Charleston, South Carolina, provided, through governing rules established at its 
founding in June 1807, an example of the responsibilities and expectations placed 
upon its officers and directors by specifying thirteen rules for operations. None of 
these rules specifies an audit function. Rule V, however, specifies that an annual 
meeting of the stockholders was to be convened in July of every year. Further, it 
was éstablished that ‘at their annual meeting [stockholders] may make and ordain 
all necessary and lawful rules and regulations for the governing and well ordering 
the affairs of the company... together with the inspection of any books, papers 
and documents belonging to the company’ (Union Insurance Company, 1807, p. 9). 
Future archival research into the rules of governance and the employment of 


33 


ABACUS 


auditing practices in antebellum financial institutions remains an area of interest 
if not high promise. 


Mid-Nineteenth Century Railroad Auditing Developments 

Boockholdt (1983) attributes the railroads with developing the ‘modern internal 
audit function’ as a way ‘to discover and prevent errors and frauds by railway 
agents’ (p. 70). He points to the B&O establishing a position of chief clerk to 
audit railroad receipts as being a significant internal audit control event in corpo- 
rate American history (p. 70). The geographical dispersion of business activities 
and the number of people involved in handling cash for the railroad organization 
required internal auditing and the development of internal control procedures. 

Other railroads also recognized the need for internal auditors. Boockholdt 
identified the Pennsylvania Railroad in 1852 as using a ‘controller and auditor’ 
position. This mid-level manager oversaw two assistant auditors. In addition to 
overseeing the handling and reporting of cash, these auditors had other duties as 
well (1983, p. 70). 

Boockholdt found ‘external auditing’ developing with railroads. He cites the 1845 
example of angry shareholders and creditors of the Reading Railroad appointing 
an audit committee of one member from the board of directors and three share- 
holders to examine the railroad’s accounting practices (1983, p. 71). The committee 
was charged with fifteen questions to dispose of its audit. The array of areas 
covered are identified in Table 1. The auditors were to look at the budget and 
compare it to actual receipts and expenditures and to project cash flows and liability 
balances and to assess management’s overall ability and performance. Boockholdt 
considered these audit specifics to be sophisticated for their time (pp. 71, 72). 

By the mid-1800s, accountants had begun to engage in independent accounting 
and bookkeeping practice in major U.S. cities and ‘frequently’ were engaged to aid 
audit committees in their investigations (Boockholdt, 1983, p. 73). The develop- 
_ ment of U.S. corporate auditing in the nineteenth century exhibited the influence 
of market forces and governmental influences independent of but contemporane- 
ous with the British Companies Acts. Boockholdt presents the Western Railway 
(of Massachusetts) in 1850 as an example of the use of an outside auditor. In this 
instance, the company realized that employees were stealing funds and so hired 
an independent accountant to investigate. When the accountant uncovered and 
ended a $68,000 shortfall of cash that had been stolen by employees at the 
Springfield station, the directors of the Western Railroad hired him to work as the 
railroad’s internal auditor (p. 73). 

Boockholdt cites two more examples of independent accountants being con- 
tracted by railroads to investigate fraud and theft: the Philadelphia and Reading 
Railroad in 1853 and the New York and New Haven (NY-NH) Railroad from 
1855 to 1870 (1983, pp. 73-4). The latter case was due to the fact that the presi- 
dent of the railroad, promoter Robert Schulyer, the ‘Railroad King’, had issued 
two million unauthorized shares of NY—NH stock, had not recorded the transac- 
tion on the company books, and had pocketed the proceeds. Schulyer’s brief ill- 
ness led another founder to uncover the misdeeds. This badly upset the confidence 
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TABLE 1 
READING RAILROAD COMPANY, 1845: CLASSIFICATION OF SPECIFIC QUESTIONS 


CHARGED TO AUDITORS TO INVESTIGATE—ON BEHALF OF SHAREHOLDERS 
AND BONDHOLDERS* 


Question Receipts Expenditures Revenues Expenses Assets Liabilities Forecasts 


I x x x x 

II x x x 

HI x x 

IV x 

V x X 

VI x 

VII X x 

VIL x X 

IX X 

x x 

XI x 

Xil x 

XIII X 
XIV x 
XV? 


* The actual questions can be found in Boockholdt (1983, Exhibit 1, pp. 80-3). 
b The last charge was for the auditor to investigate ‘anything else that may be relevant to shareholders 
and bondholders about the company and its management’. 


of investors. So for fifteen years, an independent accountant was employed to 
determine how many shares the company had issued and how many were out- 
standing. Apparently, the audit was limited to the number of shares issued. 

Other nineteenth-century railroads had various forms of auditing activities. 
Boockholdt mentions the Boston and Worchester Railroad, the Hartford and New 
Haven Railway, and the Illinois Central Railroad, among others. In the case of 
the Illinois Central, British investors sent an auditor to the United States to report 
on its condition in 1858 after the investors* confidence had been shattered by a 
series of events: the Schuyler scandal (he was president of the Illinois Central as 
well as the NY-NH), a plunge in the value of acres of land being used as collateral 
for Illinois construction bonds, four presidents in seven years, and a series of ‘calls’ 
for additional contributions of capital on the stock that had been subscribed, for 
which only a small down payment had been made (Flesher et al., 2000, pp. 6-9). 
The English auditor blazed a trail that would be followed more frequently during 
the period after the Civil War by the next generation of British auditors who were 
sent to check on British investment in the United States not only in railroads but 
also in ranches, mines and other investments. 
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Prior to the Civil War, the railroad industry employed more accountants and 
auditors than the federal government and all state governments combined 
(Chandler, 1977, p. 110). This trained body of employees would be a pool of 
talent to serve the post-Civil War-manufacturing revolution and the developing 
accounting profession (Previts and Samson, 2000, p. 16). 

Finally, this research and review of the origins of American auditing would 
be incomplete without reference to the post-Civil War auditing book, Auditor’s 
Guide, published by H. J. Mettenheimer in 1869. This book, based on the author’s 
_pre-Civil War audit experience, is significant in several ways, including the fact 
that its publication indicates how far the techniques of auditing had developed 
at this point and the railroads’ influence on their development. Mettenheimer 
revised and significantly expanded his book in 1875 under the title Safety Book- 
Keeping: Being a Complete Exposition of Book-Keepers’ Frauds. The second 
edition contained a note in the preface (Mettenheimer, 1875, p. v) that the first 
edition had been published and distributed by the author as essentially a business 
card to introduce the author’s availability tor a position as a temporary auditor 
(i.e., a public accountant). These two volumes represent the first known auditing 
texts published in the United States, and perhaps anywhere—recall that Pixley 
and Dicksee did not publish their works in Great Britain until 1891 and 1892. A 
third early U.S. publication was the 1892 Manual of Auditing by George Soule 
(McMickle and Jensen, 1988, p. 4). 


CONCLUSION 


How does this review of the literature and recent discoveries relating to the origins 
of auditing in the United States assist and inform scholars? First, the practice of 
employing auditing as a governance procedure by Pilgrims and Puritans suggests 
it is an inherent element of this type of economic activity, from the planning stage 
through the end of any venture. Such governance issues challenged the Pilgrims even 
before the Mayflower sailed in 1620, and while an auditor did not arrive in America 
with the Mayflower, he arrived within a decade of the landing at Plymouth Rock.’ 
Auditing developed in the New World environment long before the establishment 
of the accounting profession and long before legislation called for independent 
accountants to audit the books of publicly traded companies. From one of the 
earliest transportation corporations, the Potomac Company, through insurance 
companies, canals and railroads in the antebellum period, audits developed because 
they proved an effective means of social control, governance and, later, of opera- 
tional reform. The railroads played a large role in advancing auditing as well as 
financial accounting and finance in the United States. This advancement by the 


2 Although Christopher Columbus’ discovery was not upon the shores of the continental United 
States, he did bring an auditor to this hemisphere. Writing to prepare his American Public Television 
audience for the U.S. Bicentennial celebration of 1976, Alistair Cooke reminded that U.S. culture 
has deep roots in commercial activity. When Columbus set sail, Cooke noted, among the select 
members of the crew was a representative of the Spanish Monarch’s Royal Controller of Accounts, 
who, as Cooke put it, was to ‘keep tabs on Columbus’ ‘swindle sheet’ (Cooke, 1973. p. 4). 
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railroads set the stage for the accounting developments of the next century as 
well as the industrialization and manufacturing revolution that would occur in the 
United States. 

This article informs contemporary researchers about particular technical aspects 
of auditing and about the origins of auditing literature. It presents evidence that 
is consistent with a premise that the origins of auditing in the United States were 
not solely traceable to British practices but rather represented fundamental, sound 
corporate governance practice, consistent with the increased use of the corporate 
form by means of open incorporation laws which popularized its use by U.S. 
enterprises. One could conclude that auditing arrived with the earliest colonists, 
was practised in colonial governments, moved to federal government and state 
government agencies after the Revolution, and then spread to private enterprises 
when outside investors of capital dictated the need for the audit of the annual 
reports of antebellum corporate managers. 

Audit history research is relevant today because it depicts the dynamics of 
the audit process. Auditing changed from an internal to an external professional 
service to keep pace with the expanding needs and growing numbers of those who 
supply capital. It also changed to respond to the expectation of information 
rights of investors, leacing to the provision of disclosures needed to discharge an 
owner’s prerogative and responsibility to decide when and whether to retain or 
sell one’s invested property. Gaining an understanding of audit history helps us to 
appreciate why there is a need for integrity as well as technical skill in the conduct 
of audits. The experiences described in events relating to the railroads of the early 
and mid-nineteenth century bear out the increasing competencies required of 
auditors. History also supports the. view that auditors are involved in corporate 
activities both prior to and in the wake of corporate failures. This suggests that 
auditing alone is not a panacea for poor corporate performance and will not, 
merely by its presence before or after an ‘economic accident’, cure poor manage- 
ment performance. In the case of the B&O audit committee, its contribution to 
sustaining a development-stage enterprise was to provide an operational auditing 
service that the president then followed to resolve unprecedented control and 
responsibility issues in a unique venture and enterprise. 

While this article seeks to provide a synthesis as well as a perspective, it only 
begins to offer an outline of what would be needed to provide a complete historical 
exploration and interpretation relating to the origins and development of auditing 
in the United States. It is our hope that this work will provide both a guide and a 
stimulus to even more historical inquiry and archival research, stimulating curiosity 
and research activity which in turn-will lead to improved knowledge of the origins 
and role of auditing in the United States as well as in other national settings. 
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An Exploration of the Competitive Value 
of an Accurate Accounting System 


The value of an accurate accounting system is compared to one that intro- 
duces a cross-subsidy. In a two-product experimental market the accurate 
system is shown to provide value when a competitor has a system that 
introduces a cross-subsidy. The value appears to arise from better product- 
mix decisions. But it is likely that this value is transitory, explaining in 
part why observational studies of practice have found it difficult to 
document sustained value from improved information systems. 


Key words: Accounting; System; Theory. 


The ‘productivity paradox’ is the subject of a large body of research in the infor- 
mation technology literature. The term refers to early observations that, despite 
huge investments in improved information systems, initial empirical evidence 
failed to detect improved firm performance. One possible explanation from the 
accounting literature is that studies show feedback allows managers to partially 
overcome the effects of an inaccurate system. Both streams of research call into 
question the value of having an accurate system. 

Some recent studies of actual firms have been more successful in documenting 
benefits from investing in new systems (see Dehning and Richardson, 2002, for 
synopses of both positive and negative studies), but skeptics (Strassmann, 1997, p. 8) 
doubt that a conclusive relationship will ever be demonstrated by looking at practice. 
Going further, Kennedy and Afflik-Graves (2001, p. 39) identify a fundamental 
problem with observational studies of actual practice: Firms that choose to invest 
in a new information system may systematically differ in some other unknown 
manner from firms that do not. With only a limited number of potential field 
observations, it is impossible to control for every potential confounding variable. 

An alternate research methodology might help in identifying key factors that 
affect the value (if any) that arises from an accurate information system. Experi- 
ments allow the researcher to systematically vary some factors while holding others 
constant. Field experiments are generally preferred, but it would be prohibitively 
expensive (and risky) to test different systems in real firms. Although laboratory 
experiments are criticized for being abstract and failing to capture the full richness 
of the actual environment, they can provide insights into basic mechanisms to sup- 
port empirical observations or to suggest avenues for further field studies. 


SHANE MoRnIARIrY (smoriarity@unitec.ac.nz) is Professor Emeritus at the University of Oklahoma and 
Visiting Research Fellow at Unitec New Zealand. 
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The current study utilizes an experimental approach but it differs from most 
experimental work reported in the accounting literature. Most experiments in 
accounting are what Vernon Smith (2000, p. 206) calls nomothetic. These experi- 
ments test existing theory by making predictions about outcomes that will be 
observed under a particular set of circumstances. Another branch of experimen- 
tation Smith calls heuristic studies. These are studies that vary factors to see what 
affect, if anv, the changes induce in outcomes. Heuristic studies seek to identify 
previously overlooked regularities in the world that might help in the develop- 
ment of a theory. The approach taken in the current study is a heuristic one. 
Although the design of the experiment has been guided by past experimental 
studies, it is not a test of an existing theory. 


PRIOR ACCOUNTING STUDIES 


Several experimental studies have looked at alternative information systems. 
Callahan and Gabriel (1998) examine the interaction between the structural nature 
of the marketplace and the accuracy of information (they vary accuracy by adjust- 
ing the variance of a random error term). They find that a performance effect is 
conditional. In markets where firms compete on cost leadership, firms benefit 
from more accurate product cost information. But in markets where firms com- 
pete on the basis of product differentiation, firms do not benefit from increased 
product cost accuracy. To enhance the chance of seeing an effect from informa- 
tion system accuracy, the current study utilizes commodity products (no product 
differentiation). 

Two studies have appeared that examine the mitigating effect of feedback on 
information-signal accuracy. Gupta and King (1997) find that subjects learn to use 
feedback about forecasts and the related outcomes to adjust their decisions based 
on future cost forecasts. Briers et al. (1999) examine different types of feedback. 
They find that providing additional sources of feedback leads to improved 
performance. Both studies suggest that feedback may help overcome the dis- 
advantage from having an inaccurate information system. The value of an accurate 
system thus may depend on the nature of the market and the amount of feedback 
information available. The current study utilizes a competitive market with rich 
feedback. This aspect of the study may make it less likely to observe value from 
an accurate information system. 

Beyond accuracy, information systems can also differ in the pattern of signals 
they generate. For example, if a firm uses straight-line depreciation for an asset 
the periodic depreciation reparted will be a constant. But if the firm uses a reduc- 
ing balance depreciation system there will be a declining pattern in depreciation 
over time. A systematic difference in signal pattern may have an effect on deci- 
sions. Waller et al. (1999) look at this issue. They give some experimental par- 
ticipants product cost information using 4 variable costing system while other 
participants receive information from an absorption costing system. Their 
participants compete to sell a product in a laboratory market. They observe 
that participants with absorption costing systems ask for a higher price in their 
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first trading round, but the effect is substantially reduced in the next and subsequent 
trading periods. They conclude that the market discipline quickly overwhelms the 
effect of the different accounting systems. The current study uses a laboratory 
market too. The existence of a competitive market should make it more difficult 
to observe a persistent advantage from using an accurate accounting system. 


EXPERIMENTAL DESIGN 


The Setting 

An industry was created for two commodities: A and B. The industry consists of 
three producers (called Firms 1, 2, and 3) and two buyers (the Green Company 
and the Red Company). Each producer is capable of manufacturing both pro- 
ducts. However, each producer has a capacity constraint of five units of oe 
per period (but in any mix of A and B). : 

The production of products A and B requires the use of three resources. The 
amount of each resource used is different for the production of A versus B, but is 
constant per unit within each type. In addition, each of the resources is needed in 
the acquisition of the other resources. (For example, one resource might be elec- 
tricity and another heat. Electricity is used directly in the production of A and B, 
but is also used to contro] the furnace. In turn, heat may be required in the pro- 
cess to make A and B but is also used to produce steam to drive the electrical 
turbines.) These interactions mean that the total amount of each resource required 
in a period is a complex interaction dependent on the actual mix of units of A and 
B produced during the period. 

Two costing systems were utilized to produce product-line income statements in 
the experiment. In the first system, called the Direct System, the number of units 
of each resource used directly for the production of A and B is traced to the 
respective product line. The total cost to acquire each resource (including the cost 
of resources needed to generate other resources) is then allocated to products A 
and B in proportion to only the units of that resource devoted directly for the 
production of each product. In a service department setting, this approach is com- 
monly known as the Direct Method for allocating service department costs (e.g., 
Hilton et al., 2003, p. 388, or Horngren et al., 2003, p. 527). 

In the second system, called the Reciprocal System, the number of units of each 
resource used to produce units of A and B, as well as the number of units 
required to produce each of the other resources, is identified. Then total acquisi- 
tion costs for the resources are assigned to the final products by solving a set of 
simultaneous equations. In a service department setting this is referred to as 
the Reciprocal Method (e.g., Hilton et al., 2003, p. 402, or Horngren et al., 2003, 
p. 529). 

The actual underlying production function is identical for each firm. That is, if 
two firms produced exactly the same number of units of A and B, their total costs 
would be identical. However, the reported costs for each product would differ 
under the two accounting systems. Because the resource costs are, by construction, 
linearly related to use (i.e., the-cost drivers perfectly capture cause and effect) the 
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TABLE Í 


REPORTED UNIT COSTS FOR EACH POSSIBLE PRODUCT MIX 


Panel A: Direct System 

Units of B produced 
Units of 
A produced 0 1 2 3 4 5 
0 $0,$0 $9,$83 $0,383 $0,$83 $0,$83 $0,583 
1 72, 0 82, 73 88. 75 91, 77 93, 78 n.f. 
2 72, 0 78, 71 82, 72 85, 74 n.f. n.f. 
3 72,0 76, 70 80. 72 n.f. n.f. n.f, 
4 72,0 76, 70 n.f. nf. n.f. n.f. 
5 72,0 nf. n.f. nf. n.Í. n.f. 


The entries in the table are the reported costs per unit (rounded to the nearest dollar) for A and B, 
respectively. Because the Direct System introduces cross-subsidization, the reported unit costs vary as 
the product mix varies. 


Panel B: Reciprocal System 

Product '’ - Unit cost 
A $72 

B 83 


With the Reciprocal System the reported unit costs do not vary with production mix. 


nf. = not feasible, the combination exceeds capacity. 


Reciprocal System accurately identifies the variable cost to produce each type of 
product. But the Direct System confounds the unit product cost by introducing 
cross-subsidization. For the particular production function utilized, the Direct 
System yields a subsidy that overstates the cost of Product A and understates the 
cost of Product B when both products are produced. Nonetheless, both systems are 
currently used in practice, with the less accurate but easier to implement Direct 
Method enjoying more popularity (Horngren et al., 2003, p. 533). This practice 
may be justified if the cost savings from using the direct method are greater than 
any cost the inaccurate system imposes on the firm. Table 1 presents the reported 
unit costs (rounded to the nearest dollar! that would result from every possible 
product-mix combination for the two systems. 


Creating the Market 

The buyers in the market (Red and Green companies) were told they could re-sell 
units of A and B in another market at established prices per unit. However, the 
total number of units of A and B that they could re-sell could vary each period. 
The producers, in turn, could only produce what they sold each period. The 
product is perishable and could not be produced to inventory. 
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Each experimental session consisted of a series of trading periods in which 
buyers and producers made verbal offers and counter offers to buy and sell the 
products (a double oral auction). The only rules imposed on the market were: 
(a) honesty (once two parties agreed on a transaction it had to be honoured); and 
(b) all offers and counter offers were available to all traders. However, buyers 
could not buy from each other and producers could not sell to each other. In this 
simple setting, if total demand exceeds industry capacity, prices should drift up 
over time toward the external selling price that the buyers have available. But if 
supply exceeds demand, prices should drift down toward marginal cost. That is, 
the directional movement in market prices is not dependent on the quality of the 
accounting information possessed by the individual producers. The relation between 
supply and demand determines the direction of the price movement and the eventual 
equilibrium price. However, the relative fate of each producer during the adjust- 
ment process may depend on the quality of information that is available. 


Procedures 

There were twenty experimental sessions, all with new participants. Each experi- 
mental session consisted of eight trading periods. The first two periods were used 
to introduce the mechanics of the market to the participants. Any procedural 
errors that occurred during these two periods were corrected. Demand in these 
periods exactly equalled the industry’s capacity for supply. The results from these 
two periods are not included in the analysis that follows. 

In periods 3, 4 and 5 total industry demand existed for fourteen units (.e., buyers 
were told they could only re-sell a total of fourteen units). Thus demand was one 
unit less than industry capacity. In periods 6, 7 and 8, demand existed for only 
twelve units, three units less than industry capacity. Thus throughout the last six 
periods, supply capability exceeded demand so there should be downward pressure 
on prices. The focus of the study is on how the information systems affected the 
participant’s ability to adjust to changing prices. It was not considered necessary 
to extend the number of trading periods until prices stabilized. In fact, the change 
in the level of demand from period 5 to period 6 was made to further destabilize 
prices to highlight different reactions to the change by participants using the differ- 
ent information systems. 


Systems Used in Each Market 

There were four different distributions of the information systems across 
experimental sessions. In the first, all three producers used the Direct System of 
accounting (this group is represented as DDD). In the second set, two firms used 
the Direct System and the third used the Reciprocal System (DDR). The third had 
one firm using the Direct System and two firms using the Reciprocal System (DRR), 
and in the fourth setting all three firms used the Reciprocal System (RRR). 


The Participants 
Participants were university students who volunteered in response to an offer of 


pizza and a monetary reward. Five participants were needed for each experimental 
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session. Subjects were not allowed to participate in more than one session. At the 
beginning of each experiment the participants were told that they would represent 
firms. They were also informed that it would be easier for some firms to make 
money than others (this statement was intended to mitigate any feelings of inade- 
quacy on the part of participants who did not do well). Consequently, the participants 
were told to draw lots to determine who would represent which firm. However the 
real reason for drawing lots was to randomly assign students to treatments to 
control for differences in the students’ innate trading abilities. 

Next, the participants were given firm-specific written information. Those repre- 
senting buyers were tcld thev could resell units of A and B in another market for 
$97 and $108, respectively. The three participants representing producers were 
provided an engineer’s estimate of the cost to produce A and B. The estimates 
provided were for a period in which two units of A and two units of B were pro- 
duced ($165 for two A and $145 for two units of B under the Direct System, and 
$144 and $166 for two A and two B under the Reciprocal System). These cost 
estimates are the actual reported cost that the appropriate accounting system 
would produce for a produci mix of two units of A and two units of B. For the 
Reciprocal System the engineer’s ‘estimate’ is accurate for all product mixes. But 
for the Direct System the actual reported cost depends on the product mix (see 
Table 1). Producers were also informed that they incurred a fixed administrative 
cost of $50 per trading period. 

All of the firms were endowed with an initial capital of $150, This equity was 
provided to absorb small initial losses. Participants were warned that if cumula- 
tive losses exceeded this amount, their firm would go bankrupt and they would 
drop out of the market. Both buyers and sellers were paid a salary of $1 per 
trading period. In addition, producers (buyers) were paid a commission of 2 per cent 
(1 per cent) of the cumulative profit earned by their firm over the experimental 
session. Participants were guaranteed a minimum of $10 for participating in the 
experiment. If the sum of a participant’s salary plus commission was less than $10, 
they nevertheless were given $10. 


The Auction 

At the start of each trading period buyers were given slips of paper representing 
the number of products they could resell. The number of slips established the 
level of demand for each product (seven to each buyer in trading periods 3, 4 and 
5; and six to each in periods 6, 7 and 8). In the oral auction that followed, buyers 
sought to purchase the products from the producers at the lowest possible price. 
Producers, in turn, sought to sell at the highest possible price. 

In a double oral auction either buyers or sellers can call out prices. A buyer 
might say, ‘PH buy a unit of A for $75’ and a seller might respond, ‘No way, but 
PI let you have one for $90. At this point another seller might say, ‘PIH let you 
have it for $84’. A second buyer might then counter with a higher offer. The rapid 
exchange of offers and counter offers as well as the level of enthusiasm shown for 
a price provides a much richer source of feedback than a posted offer market. As 
noted earlier, some researchers have found that feedback may help compensate 
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for differences in information system quality. Thus the richness of the feedback 
may make it more difficult to observe a difference between an accurate one and an 
accounting system that introduces a cross-suksidy. 

When two parties agreed to a transaction tte buyer wrote the purchase price on 
an appropriate slip of paper (representing a unit of A or B) and gave it to the sup- 
plier. When a producer accumulated five slips of paper they reached their capacity 
and dropped out of the market for that trading period. Similarly a buyer dropped 
out when they had distributed all of their slips of paper. The auction ended natur- 
ally when the market cleared or the remaining participants refused to engage in 
further transactions with each other. 

At the conclusion of each trading period the prices for each transaction were 
recorded and product-line income statements prepared for each buyer and producer. 
Illustrative income statements under the two accounting systems for producers 
are provided in Figure 1. After participants reviewed their income statements, the 
next trading period was opened. At the enc of the eighth trading period each 
participant’s earnings were calculated and the appropriate amount paid in cash. 
Actual payments ranged from the guaranteed minimum of $10 to a high of $20. 


RESULTS 


The twenty experimental sessions were held over a period of two months. The 
sessions consisted of two pilot runs, after which adjustments were made to the 
experiment. The remaining sessions consisted af two using DDD, seven using DDR, 
seven using DRR, and two using RRR. No difference in performance among 
firms was expected in the DDD or RRR environments. When that expectation 
was confirmed, the remaining effort was focused on the DDR and DRR markets. 

In three different experimental sessions a firm went bankrupt. Two of the 
bankruptcies occurred under the condition DDR (one in trading period 4 and the 
other in trading period 6) and one occurred under condition DRR (in period 4). 
In each case the participant who went bankrupt was being given product-cost 
information using the Direct System. The fact that only Direct System participants 
failed provides initial evidence that they werz at a disadvantage relative to par- 
ticipants with an accurate accounting system. 

The net incomes earned by each producer in those sessions that did not include a 
bankruptcy were averaged. The results are presented in Table 2. In environments 
in which firms with both systems co-exist, the participants using the Reciprocal 
System earned a higher average income per period. Table 3 indicates that the 
differences are statistically significant at conventional levels. 

All trading periods for experimental sessions that included a bankruptcy are 
excluded in Tables 2 and 3. If they were included the results would be strength- 
ened because including the firms whose losses led to bankruptcy would further 
reduce the average income for the Direct System (only participants with the Direct 
System went bankrupt). 

An ANOVA is presented in Table 4. The significant main effect (F = 4.68, p = 
0.039) confirms that participants with the Reciprocal System earned significantly 
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FIGURE 1 


EXAMPLES OF FINANCIAL STATEMENTS FOR THE PRODUCING FIRMS 


Income statements and cash position staternents for two producers are reproduced 
below. The first firm uses the Direct System and the second the Reciprocal 

System. Both sets of statements assume that the firms produced two units of 

A and three units of B and sold them at an average price of $73 for A and $92 for B. 


Direct System 
Income statement 

A B Total 
Total sales revenue $146 $276 $422 
Cost of goods sold 171 222 _393 
Gross margin $25) $54 $29 
Fixed selling and administration costs _ 50 
Net Income $ (21 

Cash position 
Beginning cash balance $150 
Net income (ass) (21) 
Ending cash balance £129 
Reciprocal System 
Income statement 

A B Total 
Total sales revenue $146 $276 $422 
Cost of goods sold 144 249 393 - 
Gross margin $2 £227 $ 29 
Fixec selling znd administration costs 50 
Net Income $21) 

Cash position 

Beginning cash balance $150 
Net iacome (loss) {21} 
Ending cash balance $122 


higber income than the participants with the Direct System. Turning to the within- 
subjects effects, the significant period effect (F = 6.82, p < 0.0005) arises because 
profits decline over time. This result is expected because supply exceeded demand, 
so prices declined over time. The marginally significant system/period interaction 
(F = 1.97, p = 0.087) occurs because net income for participants with the Direct 
System declined faster than for those with the Reciprocal System. This suggests 
that the Reciprocal System made it easier for participants to react to the changing 
prices. Finally, the sigrificant three-way interaction for system/system-mix/period 
arises because income under the Direct System declined faster under the condition 
DRR than under DDR. This result suggests that accurate information provides 
an advantage over competitors who have less accurate information. That is, a 
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TABLE 2 


FIRM EARNINGS EXCLUDING SESSIONS IN WHICH A BANKRUPTCY OCCURRED 


Treatment n Firm 1 Firm 2 Firm 3 
DDR 30 4.03“ 2.30 15.80 
20.40° 23.60 22.00 
DRR 36 (1.52) 19.11 15.92 
35.70 27.50 28.60 
DDD 12 5.25 (0.58) (2.91) 
19.70 23.10 29.30 
RRR 12 1.33 (1.33) (3.91) 
13.20 15.10 16.30 


“ Average earnings per period. 
b Standard deviation of earnings. 


TABLE 3 


ONE-TAIL P-VALUE FOR TEST OF EQUAL MEAN EARNINGS 


Treatment Firm 1 = Firm 2 Firm 2 = Firm 3 Firm 1 = Firm 3 
DDR n.S. 0.013 0.018 
DRR 0.004 n.s. 0.013 
DDD n.s. n.s. n.s. 

RRR n.s. 1.$. n.s. 


n.s. = not significantly different from zero. 





TABLE 4 
ANOVA ON FIRM EARNINGS 
Variable df SS MS F p 
Between subjects 
Cost system (direct, reciprocal) 1 10,945 10,945 4.68 0.039 
System mix (DDR, DRR) 1 97 97 0.04 0.840 
Cost system x System mix 1 448 448 0.19 0.665 
Error 29 67,801 2,337 
Within subjects 
Period (3, 4, 5, 6, 7, 8) 5 72,849 2,570 6.82 0.000 
Cost system x Period 5 3,706 741 1.97 0.087 
System mix x Period 5 2,239 447 1.19 0.317 
Cost system x System mix x Period 5 5,058 1,011 2.69 0.024 
Error 25 54,608 376 


EXPLORING VALUE OF ACCURATE ACCOUNTING 


lone participant with the Direct System pitted against two competitors with the 
Reciprocal System is at a greater disadvantage than a person with the Direct 
System competing against someone with the Reciprocal System and another person 
with the Direct System 

Table 3 indicates that there is no significant difference in average income between 
participants when they all use the same accounting system (environments DDD 
or RRR). Similarly there is no significant difference (p = 0.344) in the average 
incomes across the markets DDD and RRR. These findings suggest that the value 
of accurate information arises from the advantage it provides over a disadvan- 
taged competitor. 


FURTHER ANALYSIS 


The statistical tests only indicate that the income differences are significant. A 
review of individual product prices provides insight into the source of the differ- 
ences. Figures 2 to 5 plot the average market price obtained for units of A and B 
over time in the mixed information system environments. Figures 2 and 3 indicate 
that in mixed information system environments the participants with the Direct 
System seem to hold out for a slightly higher price for A (the Direct System over- 
states the cost of product A). The results in Figures 4 and 5 for product B are not 
as Clear, but the participants with the Direct System consistently accept a lower 
average price for B in the DDR environment. 

Although the differences in price are small, there is a clear difference in the 
product mix. Figures 6 and 7 depict the percentage of the total demand for product 
A satisfied by each type of participant. In the DRR market two-thirds of the 
participants have the Reciprocal System. If production mix decisions are random, 
the reciprocal participants should supply approximately two-thirds of the demand 
for product A. But as Figure 6 illustrates, the reciprocal participants generally 
took over 80 per cent of the market for A (results for B are complementary). In 


FIGURE 2 


AVERAGE PRICE PER UNIT OF A IN THE DDR ENVIRONMENT 
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FIGURE 3 


AVERAGE PRICE PER UNIT OF A IN THE DRR ENVIRONMENT 
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FIGURE 4 


AVERAGE PRICE PER UNIT OF B IN THE DDR ENVIRONMENT 
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FIGURE 5 


AVERAGE PRICE PER UNIT OF B IN THE DRR ENVIRONMENT 
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FIGURE 6 


PERCENT OF DEMAND FOR A SOLD BY TYPE OF FIRM IN DRR ENVIRONMENT 
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FIGURE 7 


PERCENT OF DEMAND FOR A SOLD BY TYPE OF FIRM IN DDR ENVIRONMENT 
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the DDR market (see Figure 7) the reciprocal participants are only one-third of 
the market but they tend to provide 50 per cent of the supply of product A. 
Insight into why the reciprocal participants gravitate to product A is provided when 
the average market prices for A and B are compared to their variable production 
cost. Over both the DDR and DRR markets the average price obtained for a unit 
of A hovers around $90 (see Figures 2 and 3). The variable cost to produce A is 
$72, yielding a contribution margin of approximately $18 per unit. In contrast, the 
average price obtained for a unit of B is $83, yielding a contribution margin of less 
than $12 per unit. Thus product A is considerably more profitable than product B 
in these markets. Participants with the Reciprocal System are able to identify and 
take advantage of this difference. Their system accurately reports variable costs 
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FIGURE 8 


AVERAGE PRICES PER UNIT IN RRR ENVIRONMENT 


100 
5 95 
A i. Sñ a ee 
Š 90 —@— Product A 
roe 
re) 
5 80 
=> 
< 
75 
1 2 3 4 5 6 7 8 
Trading period 
FIGURE 9 
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while the Direct System overstates the cost of A. and understates the cost of B. 
The Direct System participants are misled to prefer producing product B. 

Figures 8 and 9 support the conclusion that the Direct System participants were 
misled. These figures provide graphs of the average price for each product in the 
markets with homogeneous information systems. Figure 8 shows that prices for A 
and B in the RRR market move smoothly and are nearly parallel. These market- 
determined prices reflect a similar contribution margin per unit for both products. 
In contrast, the prices in the DDD market (Figure 9) are more erratic but the 
price of product A varies between $88 and $92, yielding an actual contribution 
margin of $16 to $20 per unit. Meanwhile, product B consistently sells for less 
than $91, yielding a maximum contribution margin of only $9 per unit. In this 
latter market the costing system leads to market prices that yield unequal con- 
tribution margins for the two products. 
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These results indicate that an accounting-induced bias can persist in a two- 
product environment when everyone uses the same information system. It also 
appears that the introduction of an accurate system provides its users with a 
competitive advantage. However, the effect is likely to be transitory. The disadvant- 
aged participants are likely to be driven out of the market (three such participants 
failed in these markets). If the surviving firms all use the accurate system, then the 
market becomes a homogeneous-information system market with no one having 
| information-system advantage. 


FURTHER RESEARCH 


The temporary nature cf the advantage from an accurate information system may 
help explain the difficulty researchers have encountered in observing information 
system advantages in practice. The current study suggests that an advantage may 
be seen in long-term survival. Thus further empirical studies might be devoted to 
tracing the fate of firms which do not adopt improved information systems and 
technology. 

Results from this study are limited to the design parameters utilized. Varying 
these conditions would provide a test of the robustness of the findings to other 
settings, and may also lead to the identification of regularities that can be the 
focus of hypothesis testing. Some obvious candidates for examination include 
varying the demand/supply environment. Are the results found here unique to the 
situation where prices are falling? Will added complexity (e.g., three products) 
weaken or intensify the results? This study used a double-oral auction. Would the 
results change in a posted-price market? 

A more fundamental change would be to allow participants to adjust production 
capacity over time. This approach would provide an opportunity to observe the 
market dynamics. A firm with an information advantage may be able to expand 
production quickly and drive competitors out of the market. That would be 
powerful evidence of the value of an accurate information system. 

' An objective when selecting an information system is to balance the cost of pro- 
viding information with the benefit from more accurate information. This study 
has indicated that benefits do arise from accurate information. But there is much 
to be done before we can start quantifying those benefits in a systematic manner. 
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Size and Investment Performance: 
A Research Note 


This article examines the performance of actively managed Australian 
equity funds and the extent to which both fund size and manager size are 
related to risk-adjusted returns. Larger investment managers, by definition, 
engage in higher trade volume. The literature documents that transaction 
costs and trade difficulty increase with trade size, given difficulties asso- 
ciated with ‘large’ trades and their pctential market impact on security 
prices. Therefore, ceteris paribus, large orders are consistent with lower 
levels of efficiency in trade execution end higher transaction costs. While 
larger investment managers may experience material disadvantages 
relative to their smaller counterparts, the Australian literature to date 
has largely ignored the issues of asset size and the long run performance 
of investment cfferings. This article, employing returns and fund size 
data that control for survivorship bias, documents that while large retail 
active equity funds earn higher risk-adjusted returns (after expenses) 
than small funds, the difference in mean performance is not significantly 
different. In the institutional sphere, the study also finds no statistically 
significant performance differences (net of expenses) between funds on 
the basis of portfolio size. These findirgs suggest the hypothesis that per- 
formance declines with fund size is not supported empirically. 


Key words: Equity funds; Investment performance; Management; Size. 


This article examines the relationship between the size of actively managed 
Australian equity funds (and managers) and risk-adjusted performance in the 
period 1991-2000. The issue of portfolio asset size and the implications for invest- 
ment performance has been acknowledged by academics, fund managers, asset 
consultants and investors as being of critical importance in the selection process 
of investment managers. However, the evidence concerning the relationship 
between fund manager performance and fund asset size in Australia is surprisingly 
scarce. Size also has implications for performance related to transaction costs 
(the ease with which investment managers can successfully exploit information), 
performance measurement given Sharpe’s (1991) arithmetic of active manage- 
ment, and the growth rate of a manager {i.e., fund flows). From an institutional 
setting, the relationship between size and performance is also important, given 
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the concentrated nature of the Australian investment industry. Rainmaker (2000) 
documents that the largest ten, twenty and thicty domestic equity managers account 
for more than 60, 80 and 90 per cent of the total market, respectively. 

The importance of fund size, total assets under management and investment 
performance has certainly captured widespread attention, and sparked debate 
amongst industry participants. Consider media headlines such as, ‘Size does matter 
when it comes to funds management’, “Too dig for their boots’ and ‘Big players 
hampered by too much baggage’.! This size phenomenon has also led to some 
large active managers placing a ceiling (or cap) on their total funds under man- 
agement, to limit the diseconomies of scale in their pursuit of active returns. Given 
the concentrated nature of the Australian investment industry, investors have also 
considered alternatives to large fund managers, and in recent times boutique fund 
managers have not only recorded good performance, but their attractiveness in 
terms of being more nimble relative to larger managers has resulted in a number 
of new start-up entities and growth in this segment of the market.” Therefore, in 
light of this debate between manager size and performance, and limited evidence, 
this study represents an important contribution to the literature. 

Active management involves substantially higher trading activity than a passive 
buy-and-hold approach—hence active management translates into significantly 
higher transaction costs (Keim and Madhavar, 1997). Given that transaction costs 
are directly related to trade size, larger informationally motivated trades translate 
into higher explicit costs (i.e., brokerage commissions) and higher implicit costs 
(i.e., market or price impacts and opportunity costs).* While implicit costs are 
more difficult to measure than explicit costs, the relative size of the trade and 
the investment style of a trader have an important bearing on the magnitude of 
implicit trading costs. 

Size is also an important consideration for active managers in terms of 
Sharpe’s (1991) ‘Arithmetic of Active Management’. Sharpe asserts that on 
average, active investors (in aggregate) cannot outperform the returns derived 
from passive investment strategies. The reascning is that the performance of the 
index equals the weighted-average return of both active and passive investors 


1 “Size does matter when it comes to funds management’, The Age, 18 October 2003; “Too big for 
their boots’, Business Review Weekly, 6 June 2002; ‘Eig players hampered by too much baggage’, 
The Australian, 18 June 2003. 


2 ‘Boutique is in the eye of the beholder’, The Australian, 29 October 2003; ‘Boutique babes enjoy 
sweet smell of success’, The Sun-Herald, 2 August 2003; ‘Boutiques perform well, after a fashion’, 
The Australian, 13 July 2003. 


> Bid-ask spreads are also an implicit cost of trading; however, they are not necessarily influenced 
by trade size. Market impact costs associated with large orders, which carinot be entirely filled at 
the prevailing bid and ask quotes, can move security prices in the same direction as the trade. 
Opportunity costs are incurred when the size of the trade cannot be filled entirely, and there is a 
delay in execution of the total order. There is a cost oi patiently executing an order because active 
managers, using information, will only have their informational advantage for a limited time period 
before other participants acquire the same information Therefore, the value of information declines 
over time. 
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before investment expenses. Accepting Sharpe’s law concerning the aggregate 
return of investors equating to the market return, active management must by 
definition be a zero-sum game.* Given that larger fund managers account for a 
higher proportion of the total market, Sharpe’s law concerning active manage- 
ment must act as a disadvantage, ceteris paribus. Hence, the probability of a large 
manager achieving superior returns to the market must decline as their relative 
size increases. 

Size should also become an issue (eventually) for successful and growing asset 
managers. The literature strongly supports the relationship between past performance 
and fund inflows. This phenomenon, where investors ‘chase’ past performance, 
has been documented in both Australian (e.g., Sawicki, 2000) and U.S. markets 
(e.g., Gruber, 1996, and Zheng, 1999). Perold and Salomon (1991) and Beckers 
and Vaughan (2001) highlight the irony that is likely to eventuate for successful 
active managers. Given that evidence, superior past performance translates into 
a prowth in total assets under management and an increase in revenue (where 
management fees equate to a fixed percentage of assets under the investment 
manager’s control). Where fund inflows are significant and the manager’s total 
size increases, incumbent investors are likely to be averse to future increases in 
the size of portfolios, given the likelihood of diseconomies of scale. An increase in 
the size of funds under management eventually leads to higher trade sizes, higher 
trading costs, lower flexibility in the management of portfolios, and lower portfolio 
performance (Perold and Salomon, 1991). As a consequence of their size, larger 
managers may then have a higher propensity to invest in small-cap stocks (see 
Golec, 1996), which exhibit lower levels of liquidity and higher transaction costs, 
and this may also adversely impact on portfolio returns. Beckers and Vaughan 
(2001) report that a sizeable increase in the asset base of funds translates into a 
material decrease in alpha and the information ratio. 

The literature evaluating fund performance on the basis of asset size reports 
mixed findings. Grinblatt and Titman (1989) find evidence of smaller U.S. mutual 
funds outperforming large funds on a risk-adjusted basis, gross of expenses. How- 
ever, an interesting finding is that smaller funds are generally concentrated in the 
best performing aggressive growth class. Therefore, in terms of their results, 
performance may not necessarily be wholly a function of fund size, but rather 
investment style. Yet, after consideration of expenses, portfolio performance is 
indifferent on the basis of asset size. Other studies have reported the absence of 
a significant relationship between risk-adjusted performance and size. In the U.S. 
these include Grinblatt and Titman (1994) and Cicotello and Grant (1996). Dahlquist 
et al. (2000) also report similar results for Swedish mutual funds, and Droms and 
Walker (1994) document the absence of a relationship between size and performance 
for international mutual funds. In Australia, the evidence supports the majority of 


* If index assets as a proportion of tke total index increases, ceteris paribus, the average active investor 
must still earn the return on the underlying index, such that active management remains a zero sum 
game. The assumption ts that active and passive investors select stocks from the same basket (or 
universe) of securities, with the only difference being their relative weighting. 
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studies confirming that fund performance is unrelated to portfolio size (Bird et al., 
1983; McCrae, 1998; Sawicki, 2000). 


DATA AND METHODOLOGY 


Data 

This work employs monthly returns (after management expenses) and fund size 
data for a total sample of 387 actively managed Australian equity funds in the 
period January 1991 to December 2000. Table 1 provides descriptive statistics 
of the equity funds sample. The data were obtained from the Morningstar Total 
Access CD-ROM that includes both surviving and non-surviving (defunct) funds. 


TABLE 1 


DESCRIPTIVE STATISTICS OF TIME SERIES DATA, 1991-2000 


Year Total no. Average Average Average Median Standard 


of funds asset size flow size return return deviation 
(millions) (millions) (%) (%) (%) 
($) ($) 
Panel A: Retail fands 
1991 172 18.147 0.387 1.974 1.613 4.164 
1992 167 23.551 0.361 0.023 —0.509 3.492 
1993 169 32.158 0.065 3.540 3.671 4.365 
1994 196 37.086 0.490 —1.196 — 1.010 3.700 
1995 243 30.241 -0.332 1.754 1.480 2.929 
1996 247 33.204 0.404 0.978 1.155 4.943 
1997 308 43.564 0.602 0.821 1.632 6.483 
1998 341 45.846 — 0.004 0.652 1.384 5.277 
1999 363 52.793 0.966 0.541 1.020 7.610 


2000 354 62.301 0.373 0.095 0.713 9.850 
Panel B: Institutional funds 


1991 29 29.112 ~0,138 1.292 0.576 3.436 


1992 34 54.513 ~0.177 1.215 0.757 3.222 
1993 34 43.706 0.188 0.843 0.070 3.764 
1994 44 46.479 —0.360 2.471 2.435 4.460 
1995 51 42.444 1.714 —0.487 0.500 3.720 
1996 65 52,142 1.373 1.759 1.116 2.770 
1997 80 79.262 2.598 1.344 1.497 3.085 
1998 101 92.171 2.442 1.134 1.810 4.700 
1999 111 114.590 3.347 1.179 1.637 3.691 


2000 121 158,760 3.642 0.479 2.432 4.577 
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The equity funds included in the sample are imputation and general equity funds 
that invest in Australian equity securities, where the most appropriate index for 
performance comparison is the S&P/ASX 300 Accumulation Index. 

Where Morningstar noted the existence of cross-selling of funds (where a man- 
ager ‘re-badges’ a competitor’s fund), these funds were excluded to avoid double 
counting. The risk-free rate used in the study is the thirteen-week Treasury note 
(converted to a monthly rate) and was obtained from the Reserve Bank of 
Australia website.° Investment style (growth-value) and market capitalization of 
stocks (small—large) were proxied using the Salomon Smith Barney All Growth 
and All Value Accumulation indexes, and the S&P/ASX Small Ordinaries 
Accumulation Index and S&P/ASX 20 Accumulation Index over the ten-year 
period to December 2000. 


Performance Measurement 

Risk-adjusted performance is examined using both the single index and multi- 
factor risk adjustment models following Elton et al. (1993). The three-index model 
controls for fund returns attributable to an active manager loading up on the fac- 
_ tors that explain cross-sectional patterns in equity returns. The three-index model 
is estimated using ordinary least squares regression, where an active fund’s return 
in excess of the risk-free rate is regressed on the excess return of the market 
proxy portfolio and index mimicking style factors: 


Ry = Os, + B R, T Ba GV, T Bss L, + Ept (1) 


where: R, = the return of fund p in period ¢ in excess of the risk-free rate, 
Oz, = the unconditional risk-adjusted excess return of fund p in the period, 
Bx = systematic risk of the fund, 
Ry, = the return on the market portfolio in period tin excess of the risk-free 
rate, 
Boy = factor risk related to the growth and value index mimicking portfolio, 
Bsz = factor risk related to the an index mimicking portfolio based on small 
and large-cap stocks, and 
€p = an error term. 


The model was also evaluated with reference to a fourth factor controlling for 
fixed interest securities, consistent with Elton et al. (1996), However, while equity 
managers hold very small levels of cash, our results do not change whether we 

include or exclude a bond market proxy.’ 


5 The ASX All Ordinaries Accumulation Index is used as the index prior to 1 April 2000, given the 
changes to index construction performed by the Australian Stock Exchange and Standard and 
Poor’s. Both indexes are calculated with respect to changes in the capital value of constituent stocks 
as well as the inclusion of dividend payments by stocks. 


Š http://www.rba.gov.au/Statistics/Bulletin/index.html#table_f 


While the bond factor was excluded, an analysis was also performed to consider the effect on risk- 
adjusted performance where the UBS Warburg Composite Bond Index was used as an additional factor. 
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Asset Size and Performance 

The possibility that an investment manager’s performance may be adversely 
affected by the asset size under the control of the firm requires a rationale for 
how size might be proxied over the fund’s life. This is important, given the vari- 
ability in asset size we might reasonably expect to occur during the life of the fund. 
This view can be supported, given the evidence associated with fund flow activity 
and past performance. The literature reports evidence consistent with investors 
chasing past performance, witnessed in the correlation between performance and 
fund flow activity (e.g., Sawicki, 2000). 

The evaluation of risk-adjusted performance relative to fund size was performed 
as follows. Fund size is measured as the natural logarithm of a fund’s net asset 
value. Performance is estimated using risk-adjusted returns for the three-index 
model. Funds are then partitioned into two groups on the basis of whether the 
fund is an institutional or retail product. In terms of the period of evaluation, this 
study employs two methods. First, in a manner consistent with most other studies, 
the evaluation period for performance and size is considered over the total 
sample period January 1991 to December 2000. However, given that fund size is 
not constant through time, the nine-year period is also evaluated using three-year 
sub-periods: January 1992—December 1994, January 1995-December 1997, and 
January 1998-December 2000." In terms of analysing performance and size, the 
study considered alternative proxies for measuring a fund’s size, namely the average 
size, median size and average growth rate over time. Results were consistent across 
size proxies, and only average fund size in the period is reported. The samples are 
partitioned into deciles for retail funds and quintiles for institutional funds. 

The relationship between size and performance is evaluated using two approaches. 
First, pooled (cross-section and time-series) regressions are performed, where risk- 
adjusted excess returns (Gs) are regressed on average fund sizes in the periods 
examined. Second, statistical tests are performed to determine statistically whether 
significant differences in mean alphas existed on the basis of fund size. 


RESULTS 


The results evaluating the relationship between risk-adjusted performance and 
equity fund size are based on the described sample periods. This approach arose 
since a fund’s aggregate asset size varies through time due to capital flows between 
the fund and investors, and the portfolio’s capital growth over time. The sample is 
also partitioned into retail and institutional groups, given the differential in fund 
magnitudes between investment vehicles. 


Analysis of Retail Equity Fund Results 


The results presented in Table 2 show the risk-adjusted performance of retail 
equity funds, where the deciles are formed on the average asset size of funds in 


N „For example, during the first three-year period there were 108 funds of which sixty-one doubled in 
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TABLE 2 


RETAIL ACTIVE AUSTRALIAN EQUITY FUND MANAGERS—PERFORMANCE 


No. 
funds 


Panel A: Entire nine-year sample 


Average values 204 
Distribution of parameters 

1 (Largest) 

2 


x GO —1 DA + W 


10 (Smallest) 

Large funds (> 80%) 

Average values 

Small funds (< 20%) 

Average values 

Difference of means (large—small) 
t-statistic 
p-value 


AND FUND SIZE 
Os i 
weighted 
—0.004 —0.030 
—0.019 — —0.038 
—0.055 —0.036 
0.035 0.020 
0.006 0.011 
—0.049 -—0.049 
—0.193 —0.198 
0.087 0.086 
0.029 0.045 
0.061 0.047 
0.049 0.008 
—0.037 — 
0.054 — 
—1.280 - 
0.204 _ 


Panel B: Individual three-year periods (1992-2000) 


Average values 384 
Distribution of parameters 

1 (Largest) 

2 


Oo OO — A WA +. W 


10 (Smallest) 
Large funds (> 80%) 
Average values 


0.009 


0.086 
0.025 
0.152 
0.030 
—0.002 
—0.038 
—0.048 
—0.058 
—0.005 
—0.055 


0.056 


61 


Bu 


0.815 


0.827 
0.841 
0.854 
0.779 
0.814 
0.695 
0.837 
0.794 
0.873 
0.792 


0.834 


0.829 


0.130 
0.896 


0.861 


0.864 
0.884 
0.845 
0.823 
0.868 
0.870 
0.830 
0.875 
0.858 
0.895 


0.874 


Bsz 


0.059 


0.068 
0.037 
0.048 
0.093 
0.053 
0.022 
0.058 
0.065 
0.082 
0.077 


0.053 


0.079 


—1.050 
0.297 


0.169 


0.225 
0.178 
0.224 
0.171 
0.191 
0.145 
0.193 
0.204 
0.082 
0.064 


020 


Bey 


0.038 


0.046 
0.035 
—0.045 
0.030 
0.077 
0.181 
0.021 
0.031 
0.051 
—0.001 


0.040 


0.023 


0.420 
0.670 
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TABLE 2 
(CONTINUED) 
No. Ot, Os Bu Bs. Bey Adjusted 
funds weighted R? 
Small funds (< 20%) 
Average values —0.030 ~ 0.877 0.071  ~0.005 _ 
Difference of means (large-small) 
t-statistic 1.520 = -0.100 3.040 2.470 _ 
p-value 0.130 _ 0.918 0.003 0.015 _ 


This table presents the estimates derived from the three-factor model (R, — Ry = a, + Bal Rw — Rg) + 
B,(R,— Ry) + B,(R,, — Ry) > ex). This table presents the alphas, size-weighted alpha, market beta M), 
growth value (GV) and market capitalization factor (SL). Average values for each decile group are 
presented, where deciles are sorted by fund size in the period. Decile 1 comprises the largest funds by 
fund size and Decile 10 accounts for the smallest funds. 


the respective sample periods evaluated. The study defines large funds as having 
aggregate assets in the ‘top 20 per cent’ and small funds accounting for the ‘lowest 
20 per cent’. Panel A indicates that small funds outperform larger funds on a risk- 
adjusted basis in the sample period, where fund size is measured as the average 
portfolio value over the nine-year period. However, statistical tests reveal that the 
difference in mean alpha is not significant. While the use of a methodology over 
the long-term time period is consistent with other studies, it is argued that such 
analysis does not provide the most reliable test of the size-performance relationship, 
given the variability in fund size that occurs through time. 

An improved technique is one that analyses performance over shorter time 
periods that can better account for the time variation in fund asset size. Employing 
a three-year evaluation period, the performance results reveal that the average 
large equity fund earns higher alphas after expenses than do small funds. While 
this difference is statistically indistinguishable at conventional levels, it is interest- 
ing to note that the p-value of 0.13 closely approximates rejection of the null 
hypothesis that large retail funds have superior performance. While theory suggests 
that larger equity managers experience increased difficulties in trade execution, 
these results suggest that over periods of three years large fund performance is 
not significantly disadvantaged relative to the performance of smaller equity funds. 
However, given that retail equity funds are generally much smaller in aggregate 
asset sizes than is the case for institutional equity funds, it may be the case that 
retail equity funds sizes are not significantly large enough to materially disadvan- 
tage performance. 

In terms of the performance of retail equity funds related to their factor 
sensitivities (notably the two major investment styles), large funds’ performances 
are significantly more reliant on holdings of small-cap securities and an emphasis 
on growth strategies. Larger managers have significantly higher factor loadings on 
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both the SL and GV style factors. In terms of systematic risk, the results indicate 
that small and large funds do not exhibit a statistically significant difference in 
betas. 

An alternative analysis (not reported directly) of the relationship between size 
and performance was examined by regressing retail fund alphas on the natural 
logarithm of fund size for the three-year periods (controlling for autocorrelation 
and heteroskedasticity). In comparison to the findings reported in Panel B of 
Table 2, larger funds were found to earn higher risk-adjusted excess returns to 
smaller funds. 


Analysis of Institutional Equity Fund Results 

Table 3 presents results examining the relationship between risk-adjusted per- 
formance and fund size for institutional equity funds. The results failed to reveal 
a significant relationship between both variables, irrespective of the interval 
period examined. While larger institutional equity funds show evidence of higher 
risk-adjusted returns after expenses, the mean difference is not statistically signi- 
ficant to the average performance of smaller equity funds. As noted, these results 
control for survivorship biases, given that the sample includes terminated or 
defunct funds. In terms of the other regression estimates, Panel B shows larger 
funds are not significantly different from smaller funds on the basis of systematic 
risk, SL or GV. However, the p-value relating to SL for larger funds closely 
approximates standard confidence levels associated with larger funds exhibiting 
significantly greater emphasis on small-cap stocks. 

The relationship between performance and institutional fund size was also 
performed using pooled regression analysis (not reported directly) for all in- 
stitutional equity funds over the three-year sub-periods (which controls for 
heteroskedasticity and autocorrelation). While the coefficient on the independent 
variable (log of fund size) was positive, the t-statistic did not provide for rejection 
of the slope estimate as non-zero. Therefore, this work failed to detect evidence 
that the risk-adjusted performances of large institutional equity funds are differ- 
ent from those of small funds. In contrast, the results indicate that the average 
large fund does not experience significant performance disadvantages on the basis 
of portfolio asset size. 


SUMMARY 


This article evaluates the relationship between risk-adjusted performance and 
fund size for active Australian equity investment managers. It reveals that small 
equity retail funds do not significantly outperform larger retail funds, and portfolio 
size 1s also shown to be unrelated to portfolio performance. Overall, these findings 
do not support the assertion that size acted as a performance constraint in the 
long term for large equity funds over the period studied. These findings are 
consistent when risk-adjusted performance models control for the predominant 
investment styles exhibited by active managers. Further, the absence of a relationship 
between performance and fund size is consistent with results reported internationally. 
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TABLE 3 
INSTITUTIONAL ACTIVE AUSTRALIAN EQUITY FUND 
MANAGERS—PERFORMANCE AND FUND SIZE 
No. Oy Oy Bu Bst Bey Adjusted 
funds weighted R? 
Panel A: Entire nine-year sample 


Average values 50 0.094 0.090 0.906 0.059 0.048 0.828 


Distribution of parameters 
1 (Largest) 0.051 0.044 087 0.037 0.038 0.816 
2 0.307 0.308 0.931 0.100 0.029 0.827 
3 0.001 0.036 0.928 0.074 0.047 0.833 
4 0.179 0.142 089 0.074 0.070 0.814 
5 (Smallest) -—0.059 —0.104 0.894 0.002 0.050 0.844 
Difference of means (large—mall) 
t-statistic 1.040 _ —0.280 0900 — —0.180 _ 
p-value 0.308 Ep ° 0.782 0.381 0.860 = 


Panel B: Individual three-year periods (1992-2000) 


Average values 123 0.123 0.128 0.636 0.048 0.042 0.864 


Distribution of parameters 
1 (Largest) 0.206 0.132 0.718 0.090 0.066 0.861 
2 0.119 0.106 0.681 0.042 0.067 0.857 
3 0.116 0.101 0.459 0.007 0.001 0.877 
4 0.085 0.136 0.694 0.067 0.014 0.891 
5 (Smallest) 0.085 0.032 0.631 0.033 0.062 0.831 
Difference of means (large-small) 
t-statistic 0.960 _ —0.690 1.660 0.040 _ 
p-value | 0.341 a 0.493 0.106 0.967 = 


This table shows the results of the three-factor model R, — Ra = 0%) + B,(R,,— Rp) + B,(R, — Ru) + BCR 
— R,,) + e, for the alphas, weighted size alphas, market beta (M), market capitalization (SL), growth 
value (GV) and adjusted R?. Results are also sorted by quintile, where Quintile 1 represents the 
largest funds and Quintile 5 represents the smallest fund sizes. 


While larger funds should arguably experience increased difficulties in the efficient 
execution of their trades as compared to smaller funds, ceteris paribus, in the long 
term the Australian evidence suggests that size, on average, has not been a 
significant disadvantage. Given that the Australian investment industry is highly 
concentrated, this work should prove useful to investors in their consideration of 
the fund size and performance conjecture. 

The absence here of a relationship between fund size and performance supports 
the findings of a number of published international studies documenting the 
absence of a significant relationship between these variables (e.g., Grinblatt and 
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Titman, 1994; Droms and Walker, 1994; and Dahlquist et al., 2000). Further 
research is warranted using more frequent trade-level information to ascertain 
whether large funds’ trading activity negatively affects performance compared to 
smaller funds. In particular, such research should examine whether scale is related 
to liquidity in terms of larger managers (and funds) subsequently increasing their 
stock holdings by transacting in smaller stocks which exhibit higher transaction 
costs. In addition, future research should examine the extent to which the rate of 
growth/decline in assets under management has a detrimental impact on fund 
risk-adjusted returns. These issues are already the focus of current research. 
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Accounting for Expenditure on Software 
Development for Internal Use 


The methods accepted by Australian, International, U.S. and U.K. Account- 
ing Standards for the treatment of expenditure on software development 
are inconsistent, and permissive. A host of methods for recording 
capitalized software in terms of those standards is identified by reference 
to an illustrative case study. It is questionable whether many in-house 
developed software applications satisfy the professionally endorsed defini- 
tion of ‘asset’. Moreover, even if accounting standards significantly reduce 
the range of options for capitalizing expenditure on software development, 
there would still be many values which could be assigned to capitalized 
software. That suggests that those ‘measures’ are not reliable, so that it 
would be inappropriate initially to recognize software expenditure as an 
‘asset’. It is contended that expensing all-outlays on software development 
as they are incurred (accompanied by reporting that expenditure as a line 
item in statements of financial performance, and expanded disclosures in 
notes) is likely to provide a clearer and more useful report on business 
operations than the alternative of capitalization, amortization and sub- 
sequent assessments of whether or not recorded values should be adjusted 
for ‘impairment’. 

Key Words: Accounting; Capitalization; Enhancements; Expense; Intang- 
ibles; Maintenance; Software development. 


There are a variety of ways in which firms may incur costs on software. Many 
organizations expend considerable sums on off-the-shelf or packaged software, 
licence fees, maintenance and sponsored development. Some firms, particularly in 
the financial services industry, adapt commercial packages to suit their own needs, 
incurring considerable sums on preliminary analysis, programming and testing 
before modifications are put into production. Some build their own applications. 
Some develop application software for on-sale or licensing to other parties. This 
article focuses on software development for internal use. 

A major concern from an accounting perspective is the determination of what 
software expenditure Gif any) should be capitalized (i.e., treated as the purchase 
of an asset), and what should be expensed? That judgment may have a material 
effect on the content of financial reports to external stakeholders, particularly in 
the determination of periodic profit. It also affects the information provided 
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internally to boards and senior managers regarding the expenditure incurred 
in providing a firm’s IT functions, and invested in new software development 
projects. In recent years there has been a major shift in company ‘assets’ from 
tangible to intangible (Aboody and Lev, 1998; Sullivan and Sullivan, 2000). Events 
surrounding high profile firms which had previously reported high investments 
in intangibles (e.g., Enron, Global Crossing, WorldCom) have focused attention 
on the accounting treatments of so-called assets that are not saleable or otherwise 
convertible into cash. 

Preparers of financial statements may face incentives in the form of bonus 
plans, performance-based remuneration or stock options to manipulate reported 
profits to achieve targets or increase executive compensation (see, e.g., Healy, 
1985; Holthausen et al., 1995: Healy and Wahlen, 1999). One key way to ‘manage 
earnings’ or manipulate reported profits is to selectively capitalize expenditure 
(such as on software development). For that reason alone, there is a case for clarity 
in accounting rules governing the treatment of software expenditure. 

Indeed, some indications about the significance of decisions to expense or 
capitalize software are apparent from recent Australian annual reports or media 
commentary: 


The telco Telstra Australia adopted the policy of recording direct costs as 
software assets ‘where project success was regarded as probable’, and reported 
$3,181 million in capitalized internal use software that was being amortized 
over a ‘weighted average of 6 years for fiscal 2003 (2002: 5 years)’ (Telstra 
Annual Report, 2003). 

The 2002 financial statements of the Commonwealth Government of Australia, 
showed that $2.99 billion of capitalized software was valued at cost or replace- 
ment cost, and was being amortized over periods as long as twenty-eight years 
(Commonwealth Government of Australia, Consolidated Financial Statements 
for the Year ended 30 June 2002). 

e Australia’s four largest banks wrote-off more than $400 million of software 
during 2002-3, while software capitalization reached $1.97 billion. Analysts 
commented on a lack of ‘conservatism’, and suggested that amortization 
rates affected ‘the quality of earnings’ (Australian Financial Review [A FR], 
25 November 2003). Criticism was particularly directed at the National 
Australia Bank, which reported $301 million in capitalized software and dis- 
closed that it was amortizing information systems projects over three to ten 
years (NAB Annual Report, 2003)—a period that media commentators 
contrasted with ‘the usual timeframe of three to five years’ (AFR, 25 November 
2003). 


This article explores the options currently available to record software expendi- 
ture in terms of conventional historical-cost based recording procedures (and in 
the absence of accounting standards proscribing capitalization). It focuses on the 
accounting treatments adopted by firms that develop software for their own use 
or in servicing their clients (rather than for on-sale or licensing). Consideration is 
given to whether in-house developed software could be regarded (or recognized) 
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as an ‘asset’ in terms of definitions and tests embodied in conceptual framework 
documents, such as the Australian profession’s SAC 4 (AARF & AASB, 1995), 
Notwithstanding the possibility that software development expenditure could be 
regarded as an asset in terms of the profession’s current conceptual framework, it 
is argued that the choice of what accounting treatment is appropriate should- be 
based on the decision-usefulness of the information produced by either capitalizing 
or expensing outlays on software development for major users, such as managers, 
directors and external stakeholders. 

It is contended that expensing all expenditure on software development as it is 
incurred, together with supplemental disclosures about expenditure on material 
projects, 1s likely to provide a clearer and more useful report on business opera- 
tions than the alternative of capitalizing elements of that expenditure, and then 
amortizing that asset over subsequent periods. The latter accounting treatment 
inevitably relies on a series of contestable assumptions so that the asset valuations 
and cost data produced are incorrigible (i.e., impossible to verify or falsify; see 
Thomas, 1974) and may distort reports of the profitability and financial position of 
firms which are incurring major expenditure in this area, and may defy analysts’ 
attempts to unscramble the effect of a series of accounting choices. 


ACCOUNTING TREATMENTS OF SOFTWARE EXPENDITURE 


The term ‘software development’ is used here to refer to the processes of analysis, 
design, programming, testing, implementation and ongoing modifications in order 
to meet a stated business need. ‘Development is about extracting requirements 
from the business and translating those into a solution’ (White, 2001). 

With few exceptions (e.g., Burns and Peterson, 1982; Paulsen, 1983; Gannon 
and Parkinson, 1983; Berger, 1988; Aboody and Lev, 1998; AICPA, 1998, Dempsey, 
1997), there has been little discussion in either the accounting or the information 
systems literatures concerning the appropriate accounting treatment of expenditure 
on in-house software development for internal use. Indeed, bodies responsible for 
producing accounting standards have presented conflicting views on this subject. 
Initially the U.S.A.’s Financial Accounting Standards Board in its Statement 2, 
Accounting for Research and Development Costs (1974) made only passing reference 
to software development costs, and concluded that costs incurred for internal use 
should be expensed as incurred, while ‘intangibles purchased from others’ should 
be capitalized and amortized. This was apparently reversed in an FASB Interpre- 
tation 6 (1975) which indicated that software expenditure that constituted ‘the 
acquisition, development or improvement of a process by an enterprise for use in 
its selling or administrative activities’ should not be regarded as R&D, and as such 
need not be immediately expensed. FASB Technical Bulletin 79-2, Computer 
Software Costs (1979), reiterated that Statement 2 and Interpretation 6 did not 
require that all expenditure on computer software be regarded as R&D (and 
hence expensed), and suggested that capitalization decisions can only be made on 
a case-by-case basis. | 

The lack of clear concise guidance was criticized by some U.S. practitioners: 
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Because of the FASB’s position that the purpose (intent) and source (purchase or 
develop) of the computer software should determine whether costs are capitalized or 
expensed, software development companies are faced with two choices. They may follow 
current accepted practice and expense most software development costs—reflecting 
unfavorable short-term financial results—or circumvent the intent of the FASB through 
creative financing arrangements. (Burns and Peterson, 1982, emphasis added)’ 


A decade later the FASB issued SFAS 86, Accounting for the Costs of Computer 
Software to be Sold, Leased or Otherwise Marketed (1985a), which has been 
described as ‘the only exception in the U.S. to the full expensing rule of R&D 
(SFAS 2) (Aboody and Lev, 1998). The FASB appears to have responded to 
an earlier statement by the Securities and Exchange Commission proposing a pro- 
hibition on the capitalization of costs incurred in developing software for sale or 
lease (SEC, 1983). However, while FASB Statement 86 only concerned expendi- 
ture incurred by software developers, an appendix suggested that expensing of 
costs on software development for internal use was ‘not improper’: 


The Board concluded that... accounting for the costs of software used internally is not 
currently a significant problem and, therefore, decided not to broaden the scope of this 
project nor add a project on internal use software to its present agenda. The Board 
recognized that the majority of companies expense all costs of developing software for 
internal-use. And the Board was not persuaded that this current predominant practice is 
improper. (para. 26) 


While the FASB lent its support for ‘expensing’, it also supported a further review 
of the topic by the AICPA’s accounting standards executive committee, which 
issued an exposure drart in 1997, and a more formal ‘statement of position’ in 
1998. Participants in that project evidently disagreed with the FASB’s suggestion 
that the subject was not a ‘significant problem’. They observed: 


Accounting practices for internal-use software are diverse as a remit of a lack of 
authoritative guidance and escalating costs tctalling billions of dollars annually. Some 
entities expense all cosis as incurred, some capitalize most costs and some capitalize 
the costs of purchased internal-use software but expense costs of internally developed 
internal-use software. None of these entities is necessarily violating any standards. 
(Ameen and Noll, 1997) 


The AICPA’s 1998 Statement of Position endorsed capitalization of some of 
the costs incurred in software development (notably direct costs of materials and 
services, payroll costs for employees for time spent directly on the project, and 
interest costs incurred in the project). Capitalized software was to be amortized 
over its estimated useful life in a ‘systematic and rational manner’, and the 
‘impairment test’ in FASB Statement 121 (1995) was to be applied. Given that 


' While Burns and Peterson (1982) did not explain how ‘creative financing arrangements’ could 


be used to capitalize software development costs, Gannon and Parkinson (1983) suggested that 
‘R&D partnerships’ and ‘product financing arrangements’ were being used to circumvent U.S. 
rules requiring expensing software developed in-hause. Another possibility is as follows. Software 
development is undertaken by a subsidiary, and the parent then purchases the software from the 
subsidiary. Before year-end, the subsidiary is liquidated, so that no inter-company eliminations 
would be required. 
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there is no external referent in the form of a market price for used software, such 
allocations would be incorrigible. 

The AICPA’s statement was consistent with statements by the International 
Accounting Standards Committee in JAS 38, Intangible Assets (1998a), that 
expenditure on internally developed computer software should be recognized as 
an intangible asset, if ‘the cost of the asset can be measured reliably’. In contrast, 
the U.K. accounting standard SSAP 13, Acccunting for Research and Development 
(1989) allows, but does not require, this treatment (assuming that software could 
be regarded as an intangible asset within the meaning of the standard—discussed 
below). Similarly, both Australian Accounting Standard AAS 13, Accounting for 
Research and Development Costs (1983), and the identically titled AASB 1011 
(1987) permit capitalization of expenditure on the development of a ‘new prod- 
uct’, to the extent that such costs ‘are expected beyond reasonable doubt to be 
recoverable’. The term ‘product’ was defined in AASB 1011 as including ‘product, 
service, process or technique’ and as such could be (and has been) interpreted as 
encompassing processes for the delivery of {nancial services (see Dempsey, 1997). 

At this point, mention might be made of the inclusion of seemingly inconsistent 
or contradictory statements within specific eccounting standards, With the excep- 
tion of the FASB’s SFAS 86 (1985a) dealing with software development for 
sale, the AICPA (1998) statement on internally developed software, and other 
interpretations issued by professional bodies regarding the need to expense Year 
2K expenditure (e.g., FASB, 1996; AASB, 1997; ASB, 1998; IASB, 1998b) or the 
introduction of the euro (IASB, 1998b), standard-setters have not produced rules 
dealing explicitly and exclusively with softwere expenditure.’ Rather, the topic has 
usually only been addressed in passing in the course of discussions about whether 
certain activities could or could not be regarded as R&D (or, in the [ASB’s 
case, giving rise to intangible assets). Extracts from accounting standards 
referring to R&D activities concerned with services or processes are set forth in 
Table 1. It will be noted that various standards propose inconsistent treatments 
for items regarded as being encompassed by, or excluded from, the concept of 
R&D. 

One implication of the capitalization rules in Australian, U.K. and international 
standards is that expenditure can be capitalized on the basis of expectations about 
future net benefits (and all projects are und=rtaken on the basis of such expecta- 
tions) up until the time that an entity is forced to recognize that future returns are 
uncertain or the project was a failure. At that time, any asset previously recognized 
at increasing amounts must then be written off in its entirety. 

Accounting for outlays on software development must also consider modifications. 
These may occur during the initial development, and the subsequent development 
(post production). During development, mocifications arise from rectifying defects 
(von Mayrhauser, 1990), sometimes due to inadequate testing (Whitten, 1995), or 


* While the U.K. ASB’s UITF Abstract 20 (1998) dealt primarily with modifications for Year 2K, 
it also suggested that expenditure on modifications that enhanced service potential beyond that 
originally assessed ‘would qualify for capitalization and depreciation’ (para. 4). 
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TABLE 1 


REFERENCES TO TREATMENT OF EXPENDITURE ON IMPROVED SERVICES 
OR PROCESSES IN R&D ACCOUNTING STANDARDS 


Source 


U.S.A.’s FAS 
2 (1974) 


Australia’s 
AAS 13 
(1983)* 


U.K.’s SSAP 
13 (1989) 


LASB’s IAS 
38 (1998a) 


Included 


Modification of the 
formulation or design of 
a process 


Formulation and design 
of possible new or 
improved prccess 
alternatives; evaluation 
of process alternatives 


Design of services, 
processes or systems 
involving new 
technology or 
substantially improving 
those already produced 
or installed 

Research: the search for 
alternatives processes, 
systems or services; and 
the formulation, design, 
evaluation and final 
selection of possible 
alternatives for new or 
improved processes, 
systems or services 
Development: the 
design, construction end 
testing of a chosen 
alternative for new or 
improved processes, 
systems or services 


Treatment if 
item included as 
R&D 


Expense 


May capita_ize 


May capitalize 


Expense 


Must be 
capitalized if 
recognition 
criteria are met 


Excluded 


Adaptation of an 
existing capability toa 
particular requirement 
or customer’s need as 
part of a continuing 
commercial activity 
Adaptation of an 
existing capability to a 
particular requirement 
or customer’s need as 
part of a continuing 
commercial activity 
Periodic alteration to 
existing services or 
processes even though 
they may represent 
some improvement 


Treatment if 
item not 
R&D 


May 


capitalize 


Expense 


Expense 


n.a. 


“ AASB 1011 (1987) used similar wording for inclusions, and identical wording for exclusions. 


poor specification of requirements (Gibson, 1992). Once in production, further 
changes may be required, though the timing of further developments may be 
unpredictable (Sommerville, 2000). Changes in the software may also be sought as 
management seek different forms of analyses or reports, or to integrate software 
with other systems. These enhancements of functionality may be directed toward 
maximizing customer satisfaction or minimizing effort and schedule time (Grady, 
1992). (See Appendix for a glossary for explanations of selected software develop- 
ment terminology.) 
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The foregoing indicates that there may be alternative methods for handling 
software expenditure in financial reporting. These methods are now considered in 
detail. 


ALTERNATIVE METHODS FOR FINANCIAL REPORTING 


The accompanying case study is a composite based on the authors’ observations 
of around a dozen major IT projects associated with the provision of financial 
services in around a dozen different organizations. Following the approach of 
Drucker (1974), the facts are disguised to avoid identification of the firms 
involved. The case describes a software development project which experienced 
major difficulties, but which after considerable effort (and expense) may well 
have been regarded as technically successful. 

The case study is used to illustrate the potential of current accounting practices 
to generate a wide range of financial data about software development projects, 
so that published information may mislead shareholders and external stake- 
holders (and possibly, managers and boards that rely on information presented 
to them). 

The overall set of processes undertaken in a software development project is 
generally termed the ‘system development cycle’, and is described in terms of a 
sequence of activities. However, in practice, activities may be interspersed or 
repeated. For ease of presentation, Table 2 shows the activities in sequential order. 

One key accounting issue concerns the starting point for tracing expenditure to 
be capitalized—from the start of scoping studies, or from the start of a project, or 
from when technological feasibility of the project was confirmed, or from when 
commercial viability of the project was established. In the case study, costs might 
have been capitalized up until the costing point (c3) shown in Table 2. Thereafter 
additional capitalization might have occurred at costing points (d), (e), (f), (g) and 
(h), with additional consideration of whether values were impaired at the end of 
each reporting period. 

A more conservative approach to the capitalization of software development 
expenditure might seek to identify the costs incurred on new software that was 
attributable to defective modules. Only the AICPA’s 1998 guidelines emphasize 


CASE STUDY 


INTERNAL SOFTWARE DEVELOPMENT 


Finserv Limited operates in the financial services industry, providing services to 
clients negotiated under period contracts. Finserv’s information systems 
operations and software development are in-house activities. An in-house 

(a) assessment found a poor fit between the existing system and identified stakeholder 
demands for new information and concluded they could not be met from the 
existing functionality. Hence Finserv decided to replace its existing in-house 
financial services software. 
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(b) In 2000 a scoping study was completed by an external consultant at a cost of 
$500,000. The option of ‘buy a package and modify’ was considered optimal. 
The board agreed a budget of $12 million for the project. This figure included 
an initial licence fee of $1.5 million and $500,000 per annum maintenance fee, 
both payable on signing the contract. A schedule of the project activities 
accompanying the budget indicatec that the new software would be in production 
on 2 January 2002. 


(c1) Software functionality modifications to meet the needs of the firm’s clients were 
completec during 2001, in accordance with the project schedule, at a cost of $8.3 
million. A range of programming defects were identified, and rectified prior to the 

(d) software being put into production at no additional charge. Data conversion was 
completed at the cost of $100,000. This comprised checking of transactions and 
balances in the old system and upleading checked balances into the new system. A 
number o7 urgent enhancements were authorized when it was recognized that the 
new system required full transaction detail from legacy systems to allow correct 

(c3) computations. This led to an additional, unbudgeted cost, including testing, of 
$600,000. Although minor problems were identified as fixes requiring action, none 
were ‘day 1’ problems. Despite the additional work, the new system was 
commissioned as scheduled on 2 January 2002, and the project was then under 
budget by $1 million. 


(c2) Such were the extent of the modifications to the licensed software that $100,000 
was paid to a technical documentation specialist contractor to prepare on-line 
manuals for operators. This was unbudgeted. 


After the first end-of-month run (January 2002), ‘day 2’ problems emerged. 


(e) As a consequence, two transaction-specific modules were re-written and re-tested 
before eventually being put into production on 30 May, at a cost of $1.5 million. 
(f1) In addition, both modules required new computation and reporting subsystems 


as well as additional (and expensive) output testing of the entire system 
at an additional cost of $750,000. Some records which were in error remained 
quarantined because the new programs failed to process them correctly. 

(£2) Additional programming costing £500,000 was required to handle the exceptional 
conditions required by the quaranzined accounts. Although this work was 
completed by the reporting deadline of 30 June, account balances were unable 
to be reconciled by finance staff. At nights and weekends during July checks 
were mace of all records to ensure accuracy (cost $50,000) and each of the 

(g) modules for valid computations (cost $50,000). This confirmed further 
computation errors were still present in the re-written modules but also 
revealed that some incorrect record balances had been transferred unchecked 
to the new system. 


On 30 June 2002 approval was given for Finserv to enter into a fixed price contract 
for $4 million over two years to resolve outstanding enhancement requests. 

(h) Finance staff calculated that $500,900 in staff time had been spent in reconciling 
account balances. They estimated an additional $500,000 would be spent in 
correcting errors now incorporated in individual record balances that had been 
quarantired. 


(i) In March 2003 the firm’s major clients required additional modifications to the 
software to accommodate changes in legislation and to offer a wider range of 
choices to the client’s customers. These modifications would necessitate total 
rewriting of one module of the software, at a cost of $1 million. At the same time, 
the software vendor indicated that it had commenced work on its new generation 
finance suite that it expected would be released in around eighteen months, and 
gave notice that the existing software package would no longer be supported after 
two years. 
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the need to focus on modules or components of software—other standards are 
silent in this issue. Indeed, other standards that permit some form of capitalization 
of software are silent on precisely what sub-projects associated with the develop- 
ment of internal-use software or with systems migrations and subsequent mainte- 
nance could be capitalized. Standards also provide some conflicting guidance on 
what categories of costs should be traced to those projects. 

However, the figures listed up to costing point (e) do not represent the values 
which might be assigned to assets in the firm’s statement of financial position, or 
indicate the full amount of expenses attributable to software development in the 
year ended 30 June 2002. That is because elements of capitalized expenditure may 
have been depreciated (or amortized) from different points of time during the 
course of the software development. Starting points might have been 2 January 
2002 (when the system was initially commissioned), or 30 May 2002 (when 
modules were rewritten), or even 30 June 2002 (when most errors arising from the 
migration were identified). If the system had been migrated with a parallel run of 
the old system, up to (say) 30 June 2002, then the date on which the old system 
was turned off could also be regarded as the starting date for amortization of the 
new system. In conjunction with these accounting choices, depreciation on incre- 
mental expenditure might also start from the date other re-worked modules were 
put into production—a process which could stretch over several years. 

Judgments would also have to be made about the economic life of the new soft- 
ware. Some might argue that a three-year period was the maximum appropriate 
for amortization of most software, given the pace of technological change. In fact 
one authority has commented that the useful life of software is likely to be very 
short (see, IAS 38, para. 81). Practitioners might link the amortization period to 
the term of contracts that the firm had with its clients (say, five years). Other prac- 
titioners might argue that the system was likely to be suitable for new clients and 
that the economic life could extend for an even longer period. However, another 
factor affecting such judgments could be the likely length of time that software 
vendors would support the current version of their software, and the extent to 
which new releases would be compatible with the customized modifications 
undertaken in house. 

An important part of internally developed software is the preparation of 
documentation. This is usually made available to users online (Jenkins and Wallace, 
2002). The cost of preparing the documentation and converting it to an online 
format (e.g., HTML or XML) could be regarded as a project cost. However, such 
manuals might also be regarded as part of the cost of training operators, and 
both AICPA (1998) and IAS 38 (1998a) state that training costs should be 
expensed. 

Further issues concern the treatment of licence fees and maintenance contracts. 
The firm in the case study bought rights to use a commercial package which it 
then modified to suit its own needs. The up-front licence fee was a significant sum 
($1.5 million) and conferred indefinite rights to use the commercial package. In 
association with the licence, the firm was required to enter into a $500,000 per 
annum maintenance contract. 
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The cost of the original licence fee might be expensed in the year it was 
purchased, or when the software was first put into production; or the licence fees 
could be capitalized and then amortized over the period of contracts with existing 
clients, or other estimates of economic life. As for the treatment of expenditure 
on maintenance, it has been suggested that maintenance consumes 40-80 per cent 
of the software lifecycle costs (von Mayrhauser, 1990). Experience suggests that 
the accounting treatments adopted by many Arms treat ‘maintenance’ the same as 
expenditure incurred on servicing machinery or buildings, that is as an expense 
(and such an approach has been advocated in the accounting literature—see 
Ameen and Noll, 1997). However, the terminology used in the IT industry is 
ambiguous (see ‘Maintenance’ in the Appendix). While it is preferable to distin- 
guish ‘maintenance’ from ‘enhancements’, many authors use ‘maintenance’ as an 
umbrella term to refer to changes which retain or restore functionality, or provide 
enhancements (see, e.g., Boddie, 1987; Marciniak and Reifer, 1990; Youll, 1990). 
The term ‘maintenance’ is also used to reler to software changes made by a 
vendor and supplied under licence renewal contract agreements. In this case the 
changes may include both rectification of faults, and improvements. For example, 
the vendor may be contractually obliged to provide business analysts and pro- 
grammers onsite, working a specified number of hours per annum, to handle 
modification requests from the client. These requests may relate to the rectificat- 
ion of inefficient or incorrect code, but may also encompass minor or even major 
enhancements—either during the development phase, or after software is put into 
production. It is common for additional, unplanned development to occur after 
the software is put into production. 

If the licensee has elected to capitalize software development expenditure, then 
a further option arises: Should the licensee expense all maintenance expenditure, 
or capitalize that part of it which could be regarded as expenditure on enhance- 
ments? While the AICPA has advocated the expensing of internal maintenance 
expenditure and expenditure on external maintenance contracts that constitute 
enhancements (AICPA, 1998, para. 26), that position only relates to enhancements 
that were not pre-specified in maintenance contracts (implying that careful draft- 
ing of those contracts could legitimise capitalization). Similarly, Australian and 
International Accounting Standards on R&D or intangibles could be regarded as 
supportive of the capitalization of all expenditure on enhancements, provided that 
this expenditure was expected to be recoverable or to produce future economic 
benefits (AASB 1011, para. 20; IAS 38, paras 53-4). 

But that is before considering the applicat:on of the ‘recoverable amount test’ 
(RAT) which is now sometimes termed the ‘asset impairment test’ (AIT), whereby 
consideration is given to whether asset balances at the end of the financial year 
exceed the value of cash flows expected to be obtained from use and ultimate 
resale of an asset. But the RAT or AIT test can be variously applied in this 
situation. It could be applied to elements of internally developed software that 
are used to provide specific services or financial products (a treatment advocated 
by the AICPA, 1998) or it could be applied to the overall package. Moreover, it 
could be argued that the RAT or AIT test shculd be applied to either the net cash 


80 


ACCOUNTING FOR IN-HOUSE SOFTWARE EXPENDITURE 


flows directly attributable to servicing client contracts, or to the net cash flows after 
deduction of some proportion of centralized expenditure. In principle, the RAT or 
AIT test could be applied to either discounted or undiscounted projected cash flows 
(though again, the AICPA 1998 guidelines propose use of undiscounted data). 

To borrow from Chambers’ (1965) classic analysis of options for recording 
inventories or calculating depreciation, there are in this simple example (2 x 4 x 3 
x4x2x4K4xK2xK2x2xX3X2xX2xX2x2 x3 xX 3) =10,616,832 possible treatments 
within the context of the ‘written down historical cost’ approach to asset valuation 
embodied in Australian accounting standards. Table 3 presents the detail. 

In terms of the case study, the availability of these options could have a major 
impact on reported operating results and financial position and hence on satisfy- 
ing any comparability criteria either over time or between firms. For example, for 
the reporting period ended 31 December 2001, reported software expenses could 
have ranged from zero to $11.5 million; correspondingly, capitalized software 
could have been recorded at between $11.5 million and zero. 

An additional three options would be available if funds expended on software 
expenditure were to be reimbursed. Firms operating in the financial services 
industry may enter into contractual arrangements whereby clients meet the 
costs of modifying software to accommodate legislation or rule changes. Based 
on accounting precedents (and the invocation of notions of matching) such reim- 
bursements could be regarded either as current year revenues, or as reserves to be 
amortized against future years on the same basis as the corresponding expenditure 
is being amortized, or as receipts to be offset against the sums of software devel- 
opment costs being capitalized. Only the AICPA Statement of Position (1998) has 
directly addressed this issue, advocating the last mentioned treatment. Australian 
standard AASB 1011 suggests that ‘government or other grants’ should be deducted 
from the carrying amount of capitalized software, though it is doubtful whether 
reimbursements made in terms of contractual arrangements could properly be 
described as ‘grants’. These three additional options would bring the revised total 
number of possible accounting treatments (in terms of Australian accounting 
standards) to no less a number than 31,850,496. 

Readers might care to undertake their own calculations of the range of options 
available in terms of U.K. and International Accounting Standards, based on the 
summary presented in Table 2, but (as noted above) any such calculations depend 
on how concepts such as ‘technological feasibility’, ‘commercial viability’ or 
‘enhancements’ are interpreted. It is suggested that even the most conservative of 
interpretations would still leave a very large number of options. Arguably the 
AICPA’s Statement cf Position (1998) provides the most detailed guidance for 
the treatment of expenditure on different phases of the development of internal- 
use software. It is considered that AICPA SoP (1998) unambiguously identifies a 
specific treatment for seven of the seventeen accounting issues listed in Table 3, 
reducing the number of options to an estimated 82,944. 

To those who argue that a role of accounting regulation is to reduce the 
number of alternative practices, the elimination of more than 31 million options 
may seem to represent success. But if the most detailed accounting guidelines still 
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TABLE 3 


OPTIONS IN TERMS OF AUSTRALIAN ACCOUNTING STANDARDS FOR THE 
TREATMENT OF INTERNAL SOFTWARE DEVELOPMENT 





Accounting issues 


Treatment of preliminary assessment 
Starting point for tracing expenditure 
to be capitalized 


Threshold for capitalizing 
expenditure 
Costs to be traced and capitalized 


Licence fees paid in advance 
Select starting date for amortization 


Identify “economic lives’ for 
amortization purposes 


Pattern of amortization 

Handle original expenditure on 
defective modules 

Treatment of costs incurred on data 
conversion 

Subsequent expenditure on defective 
modules 

Expenditure on sub-systems, initial 
output testing 

Treatment of expenditure on data 
reconciliations and correcting data in 
quarantined accounts (finance staff) 
Treatment of expenditure on on-line 
manuals 

Treatment of expenditure to resolve 
change requests 

Treatment of expenditure on 
modifications in subsequent years 


Treatment of expenditure on rule 
changes 


Possible 
treatments 


2 
4 


Commentary 


Capitalize, or expense 

From start of scoping studies; or from start of 
project (subject to later review); or from when 
technological feasibility established; or from 
when commercial viability established (sufficient 
for asset recognition) 

Suppose a choice of ‘low’, ‘medium’ and ‘high’ 
capitalization thresholds 

Direct costs only; or direct costs plus interest; or 
direct costs plus allocation of overheads; or direct 
costs plus interest plus allocation of overheads 
Capitalize or expense 

When software successfully tested; when systems 
migrated; or when system placed in production; 
or when defects corrected so system ‘fit for use’ 
Could be arbitrary estimate of functional 
economic life; or remaining life of existing 
contracts with clients; or estimate of life that 
system would be competitive; or remaining period 
that underlying software will be supported by 
vendor 

Straight line or alternative method 

Retain capitalized value, or expense 


Capitalize or expense 


Capitalize; or capitalize only if project still within 
budget; or expense" 
Capitalize or expense 


Capitalize (treat as cost of data conversion, and 
hence IT expense) or treat as expense of finance 
department 

Expense if regarded as ‘training’; or capitalize if 
regarded as part of software cost 

Capitalize, or expense 


Capitalize a proportion attributable to 
enhancements; capitalize proportion, subject to 
materiality test; or expense 

Capitalize; capitalize after writing off written 
down balance of existing modules; or expense 
current expenditure 


“ Arguably expenditure on re-writing defective modules would be expensed if the original expenditure 
on those modules was still capitalized. It might also be argued that capitalization should be applied 
to whatever component was the least cost. However for illustrative purposes, decisions about the 
treatment of these two items are regarded as distinct. 
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permit scores of treatments—let alone many thousands—then that suggests that 
there are deficiencies in the drafting of these regulations (or in the conceptual 
framework underpinning those accounting rules—discussed further below). 

Note that the above figures relate to the treatment for a single project. Most 
organizations would have more than a single software development project active 
at any point in time. Different judgments may be made for each of these regarding 
the starting or finishing dates of capitalization practices, and projected economic 
lives—adding to the complexity faced by readers of financial statements in trying 
to interpret the impact of accounting choices in this area. 

Of all of these various alternatives, one treatment is the simplest to apply and 
interpret: not regarding any expenditure on internal-use software as an asset, but 
immediately recording every outlay on licences, software development, data check- 
ing and ‘maintenance’ as an expense. 


WHAT EXPENDITURE SHOULD BE CAPITALIZED OR EXPENSED? 


The following discussion of the accounting treatment of software development is 
confined to the circumstances of firms which build their own packages, or adapt 
commercial packages, for their own use. It does not address the circumstances 
of software development companies, whose accounting practices are likely to be 
based on the rules contained in Australian cr.International Accounting Standards 
for research and development; or on the U.S.A.’s SFAS 86 (1985a) which has proved 
contentious because of its support for capitalization (see Aboody and Lev, 1998). 

As already noted, accounting standards and authoritative statements reflect 
differing views about what is the appropriate accounting treatment of expenditure 
on internal-use software. In part, this reflects differing views about what principles 
or key concepts underlie the practice of accounting. 

One view (which was dominant until the late 1970s and reflected in academic 
and professional literatures) was that accounting seeks to ‘match costs and reve- 
nues’. On this basis, expenditure on software that was expected to produce future 
benefits need not be regarded as an expense in the year in which it is incurred, but 
could be allocated to those accounting periods in which economic benefits are 
expected to be derived. In terms of this rationale (possibly expressed in its most 
extreme form by Littleton, 1953, or by the AICPA, 1957), assets merely represent 
costs which have yet tc be allocated to future periods. The ‘matching’ rationale 
has been invoked to support capitalization (Paulsen, 1983; AASB 1011, 1987; 
SSAP 13, 1989) or to support immediate expensing (e.g., Gannon and Parkinson, 
1983). 

A second view (expressed most systematically by Chambers, 1966, and subse- 
quently adopted in documents issued by the accounting profession and other 
bodies [FASB, 1980, 1985b; ASRB, 1985; AARF, 1992]), is that income statements 
and statements of financial position are articulated, so that the identification and 
quantification of revenues and expenses is necessarily derived from successive 
statements of financial position. Restated, any outlays which do not give rise to the 
acquisition of assets (and which are not distributions to equity holders) are to be 
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treated as expenses. This ‘balance sheet viewpoint’ changes the focus of account- 
ing practice from considering whether outlays are likely to give rise to future 
benefits, to whether they have led to the acquisition of recognizable assets. It 
replaces non-operational allusions to ‘metching costs and revenues’ with an 
approach based on the identification and valuation of assets and liabilities. Much, 
therefore, turns on the definition of asset, on associated criteria for asset recogni- 
tion, and on the basis for asset valuation. 

The accounting profession’s definitions and recognition criteria for assets 
remain contentious.’ The Australian accounting profession’s SAC 4 (1992) states 
that ““assets” are future economic benefits controlled by the entity as result of 
past transactions or other past events’, and specifies that ‘an asset should be 
recognised in the statement of financial positton when and only when: (a) it is prob- 
able that the future economic benefits embodied in the asset will eventuate; and 
(b) the asset possesses a cost or other value that can be measured reliably’ (paras 14, 
38). The SAC 4 tests are similar to the definition and tests for asset recognition 
adopted earlier by the U.S.A.’s FASB (FASB 1980, 1984, 1985b). Neither definition 
attaches any significance to whether an entity has any legal right to supposed 
economic benefits. Rather, the definitions emphasize the looser notion of control. 
SAC 4 states: ‘ “control of an asset” means tke capacity of the entity to benefit from 
the asset in the pursuit of the entity’s objectives and to deny or regulate the access 
of others to that benefit’ (para. 14). Further, the profession-sponsored definitions 
do not have regard to whether or not an item is saleable—a matter which many 
have argued as critical if financial information is to be relevant to a range of 
judgments faced by potential users of published financial reports. 

Against that background, one may consider whether expenditure on software 
development can be regarded as an asset in terms of these definitions and associ- 
ated tests. 

The prevailing model of software possession is via a licence, as the majority of 
software is purchased in a ready-to-run state (shrinkwrap). Software which is 
custom developed for one user or organization (bespoke) usually entitles the 
commissioning individual or organization to ownership. A third arrangement is 
that the vendor owns the primary software, but licences it to a user firm, which 
then develops a software application using it; the resulting software has no utility 
unless used in association with the licensed package. 

In the third option above, it is debateable whether the user could be said to 
control the benefits expected to arise from use of the modified software. Initially, 
the complexities of control arise from the combination of software development 
source, funding and contractual arrangemen:s. 

Where in-house development is funded by the firm, full control exists if copy- 
right is held by the end user organization. Some control exists where contractual 
arrangements provide for rights to the software to revert to the customer after a 


3 Contributors to a forum on the conceptual framework in a recent issue of this journal reviewed 
shortcomings in the design and application of the Australian profession’s Statements of Accounting 
Concepts. See Abacus, October 2003. 
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nominated period, often through a balloon payment. No control exists if there 
is partial funding of the vendor by licensee. While it is common for the licensee 
to negotiate contractual arrangements for software to be placed in escrow when 
development is compleze, the licensee typically cannot obtain control over that 
software unless contractual canditions concerning business failure of the vendor 
are met. Until that point the value of the software in escrow may be negligible. 
After that point the value may still be zero, owing to delays in availability before 
maintenance responsibility can be assumed, or the costs of undertaking mainte- 
nance on inadequately documented source code. 

Even where the licensee supposedly has legal rights to exclusive use of licensee- 
funded modifications to licensed software, it is debateable whether the licensee 
can be said to control use of that material because it can only be used in conjunc- 
tion with the vendor’s software, which in turn is only available under a licence 
(subject to termination clauses). Commercial realities often dictate that modifica- 
tions made in these circumstances usually appear in the vendor’s next release of 
that software. As the non-exclusive licensee, the sponsor of the functionality 
requirements is in a position to benefit from the modifications, in its own business, 
but may not be able to restrict access to those benefits vis à vis the licensor or 
other licensees. Indeed, to avoid onerous future maintenance costs associated with 
maintaining compatibility, the sponsor may negotiate with the vendor to absorb 
them into the next edition of the base product. Given that decisions to incur 
expenditure on enhancing IT systems would be undertaken in the optimistic 
expectation that this expenditure will later produce future benefits, then (on one 
reading of accounting literature) virtually all outlays on software modifications 
could be regarded as giving rise to new assets. Since expenditure incurred in the 
development of new systems can be identified or costed in one way or another, 
some may claim that this would satisfy the accounting profession’s threshold 
requirement for asset recognition that an item can be ‘reliably measured’. How- 
ever, as has been notec previously (Walker and Jones, 2003) the availability of so 
many options for calculating ‘cost’ highlights the manner in which such accounting 
references to the concept of reliability conflict with the use of that term in other 
disciplines, whereby measures are regarded as reliable if they can be independ- 
ently replicated by other observers (see, e.g., Nunnally, 1978, p. 191). Indeed, the 
availability of such a wide range of alternative accounting treatments suggests that 
many of the numbers that could potentially be reported may convey a misleading 
impression of profitability and financial performance—they cannot all be right. 

Since expenditure on software commonly does not confer rights which are sale- 
able, the reporting of capitalized software as an asset does not convey relevant 
information to present or potential investors who are interested in the security of 
their investment in terms of net asset backing, or the risk of insolvency. Corre- 
spondingly it does not convey information about the adequacy of security or 
capacity to repay debt to lenders and creditors, or to employees concerned with 
the capacity of a firm to meet employee entitlements. 

Accordingly, it is argued that expenditure on software development should 
not be recorded as an asset. Rather, such expenditure—be it on licence fees, 
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customization or maintenance contracts—skould be fully expensed at the time it 
is incurred. The only exception may be in relation to prepayments of maintenance 
contracts where refunds might be payable on cancellation. 

It might be argued that capitalization is acceptable, since full disclosure of 
accounting policies would enable readers to make their own interpretations of 
firm performance and financial position. Yet in terms of existing reporting arrange- 
ments, analysts may not learn that a reporting entity had been overspending on a 
troubled IT project (and capitalizing that expenditure) if a statement of account- 
ing policies merely reported that ‘costs of software development are capitalized 
until individual projects are completed and then the capitalized costs are amor- 
tized over the project’s expected economic Lfe’. 

Even if statements of accounting policies identified what dollar values had been 
capitalized, disclosure of those sums will nct in itself indicate if those sums had 
been spent efficiently or effectively. 

It has been suggested that ‘software capitalization can be easily undone by 
subtracting the periodic capitalization figure from reported earnings and the 
capitalized software asset from total assets end equity’ (Aboody and Lev, 1998). 
However, in some countries firms may report capitalized software in combination 
with computer hardware or more generally as ‘plant and equipment’ (particularly 
if a turnkey solution was purchased). Hence it may not be possible to identify 
what software costs had been capitalized during a year, or what software costs had 
been capitalized, in aggregate. 

Moreover, given that firms may both caprtalize new expenditure on software, 
and write down elements of previously capitzlized expenditure, it may not be pos- 
sible to identify what costs had been capitelized in a particular period without 
compiling and analysing information reported in various notes to the financial 
statements for several periods (assuming thev are readily available). In the sets of 
national or international accounting standards or guidelines reviewed, a common 
requirement was for disclosure of the amount of ‘development’ expenditure charged 
against profits during a reporting period (FAS 2, 1974; SSAP 13, 1989—with 
AASB 1011, 1987, requiring disclosure of those sums ‘before crediting any related 
grants’). However, only U.S. standard FAS 2 requires direct disclosure of the total 
R&D incurred in each period and of the amount capitalized in each period. SSAP 
13 requires disclosure of movements in deferred expenditure during the year, 
together with the amount of capitalized expenditure carried forward at the begin- 
ning and end of the reporting period. AASB 1011 only requires disclosure of the 
amount of deferred R&D costs at the end of the financial year, with accumulated 
amortization charges being shown separately as a deduction. If comparative figures 
were available, it would be possible to work out what had been capitalized during a 
reporting period—provided published balance sheet data were not affected by write- 
downs due to ‘impairment’. Both FAS 121 and AASB 1010 (1999) require disclosure 
of amounts written off assets during the reporting period because of ‘impairment’ 
(or reductions in ‘recoverable amount')—Lbut that may be reported in separate notes. 

Further difficulties would arise when endeavouring to extrapolate the impact of 
these practices on future reported earnings. A common requirement in accounting 
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standards is for disclosure of accounting policies, and both FAS 2 and AASB 
1011 specifically require disclosure of the basis of amortization for R&D. However, 
there is no requirement for that information to be disaggregated by project. The 
exercise of attempting to assess the impact on future earnings of capitalization 
practices would be challenging enough for firms engaged in single software devel- 
opment projects, but would be more difficult when firms are engaged in multiple 
projects, each with its own rationale for development. 

It does not seem surprising that some analysts have opposed capitalization (see 
Gannon and Parkinson, 1983), particularly since adoption of the full expensing 
option would remove one method of ‘managing earnings’, and ensure some degree 
of consistency in the way in which firms—particularly those in the financial ser- 
vices industry, which are heavily involved in software development—calculate 
and report their profits and financial position. 

It might also be argued that present or potential investors (and other stake- 
holders) may find information about the extent of investment in software develop- 
ment of relevance when considering the prospective profitability of firms. There is 
an expectation that applications will be scalable and flexible (van der Zee, 2002). 
However, information about the timing and extent of expenditure on upgrading 
or developing software could be provided in a more accessible form than from the 
mix of disclosures required by contemporary accounting standards. 

There is also a case for the disclosure of such expenditure as a line item in state- 
ments of financial performance and statements of cash flows. Notes to the finan- 
cial statements could detail the nature and purpose of this expenditure, and 
describe the period over which that expenditure 1s expected to confer economic 
benefits. In relation to major projects, notes could provide some indication of the 
budgets and expected completion dates of that work. 

It might be argued thet more extensive disclosure about the nature and purpose 
of developmental expenditure would compromise competitive advantage. How- 
ever, staff mobility in specialized industries usually means that competitors have 
a good idea what other firms are doing. Much information about major software 
development projects is publicly available in computing technology trade magazines 
and newsletters. Non-disclosure of information about material software develop- 
ment projects would usually work to the disadvantage of external stakeholders 
who are primarily reliant on published financial information. 

It might also be argued that requiring expensing would have adverse economic 
consequences on stakeholders in firms making those investments. Yet if software 
projects are successful and produce significant economic benefits, that should soon 
become evident, regardless of whether expenditure is capitalized or expensed—so 
that any ‘good news’ should not be viewed as a surprise by stakeholders because 
this forecast is precisely the reason why the development project ought to have 
been authorized. On the other hand, the writing off of previously capitalized 
expenditure on projects that later failed could be regarded as a surprise, since 
prior audited financial statements would have represented that, on the balance of 
probabilities, this expenditure would produce economic benefits. It is tempting to 
observe that the adverse consequences on readers of financial statements from a 
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misclassification are likely to be greater if firms capitalize when they should have 
expensed, rather than vice versa. But such an observation assumes that expenditure 
on software might be properly regarded and recognized as an asset when (as argued 
above) such an item does not meet the tests of ‘control’ and ‘reliable measurement’. 


CONCLUDING COMMENTS 


In summary, the recommended approach is: (a) the immediate expensing of 
internally developed software; (b) reporting of this expense as a line item where 
software expenditure is material; and (c) disclosing, in notes to the financial state- 
ments, information about major software development projects. 

Contemporary accounting standards require a series of subjective judgments 
to be made about such matters as technological feasibility, commercial viability, 
economic life, and whether modifications constitute enhancements or changes in 
functionality. This leads to an extensive series of choices about accounting treat- 
ments. The range of accounting options described in the hypothetical case study 
illustrate the difficulties facing analysts seeking to understand and interpret pub- 
lished data. These difficulties would be compounded when firms are engaged in 
multiple projects spanning multiple accounting periods. 

The immediate expensing of software development expenditure is likely to 
ensure that the financial statements of firms engaged in those activities are more 
comparable than if they could choose from a multitude of options. It is also likely 
to make the financial statements more readily interpretable. This article has not 
considered the adequacy of arrangements for internal reporting of individual IT 
projects to senior management or boards, though it seems likely that the practice of 
capitalizing software expenditure could affect the quality of information provided 
to decision makers concerning project arrangements, and disguise shortcomings 
in the productivity of IT departments. These concerns are to be addressed in a 
subsequent article. 

The abandonment of capitalization may mean that items previously identified 
in a cash flow statement as expenditure from investing will now disappear. Accord- 
ingly, in cases where such expenditure is material, there is a case for treating 
expenditure on software development as a ‘line item’ in a statement of operating 
performance, and for expanded disclosures in notes to the financial statements. 
Such notes could detail the nature and purpose of this expenditure, and describe 
the period over which that expenditure is expected to confer economic benefits. 
In relation to major projects, notes could also provide some indication of the 
budgets and expected completion dates of that work. 
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Day 1 issues 
Day 2 issues 


Defect 
Enhancement 


Maintenance 


Migration 


Milestone 


Module 


Production 
Requirements 


Schedule 


Testing 
Turnkey 


APPENDIX 


GLOSSARY 


Urgent or critica] issues preventing software being put into production. 


Problems with inputs, processing or outputs which either become apparent after 
the software has been put into production or do not need attention untillater dates 
(e.g., preparation of half-yearly statements or end-of-year tax filings). 


A deviation from specified requirements (Whitton, 1995). 


A special class of adaptive maintenance associated with varying functionality (von 
Mayrhauser, 1990). 


Maintenance (following use of this term in the antitrust court order on IBM—see 
Jones, 1998) is regarded as the repair of defects, also known as corrective 
maintenance. Changes to the system environment may require adaptive 
maintenance, while eliminating inefficiencies in existing functions may be termed 
perfective maintenance (von Mayrhauser, 1990). Compare with Enhancement. 
The transition from an existing system to a new system. It may include preparation 
and roll-out of the new system where more than one department or site is involved 
as well as the accurate and complete conversion of data from the existing system. 


A significant event at which progress is measured. It may be either the completion 
of a significant portion of work or achievement of a key element of the project 
(Buttrick, 2000). Also see Schedule. 


A complete set of instructions to execute a related set of tasks with a defined single 
entry and exit point. 


The software is in day-to-day use by end users. 


A precise expression of what is required by a viable solution allowing the finished 
software tc be evaluated. 


A timetable at two levels, summary and detail showing activities to be performed 
(work packages), dates of check and review (milestones), time constraints and 
interdependencies with other projects (Buttrick, 2000). In the detailed level it will 
include resource and responsibility allocation. 


Procedures and processes to discover errors (Myers, 1979). 
Supply of both hardware and software under a contract. 
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The Effect of Legislation on Corporate 
Disclosure Practices 


This article investigates the effect of the Financial Reporting Act of 1993 
(FRA) on mandatory disclosure practices of companies listed on the 
New Zealand Exchange Limited. The FRA gave statutory backing to 
financial reporting standards in New Zealand and made non-compliance 
illegal. Using both univariate and multivariate analyses, we examine the 
association between (a) the levels of compliance with mandatory disclosure 
by the companies in our sample, and (b) disclosure regulatory regimes 
that prevailed in New Zealand before and after the implementation of . 
the FRA. We find that mean corporate disclosure compliance levels in the 
periods after the enactment of the FRA are significantly higher than 
those in the periods before the enactment of the legislation. After con- 
trolling for the effects of other mandatory disclosure-related variables 
documented in prior studies, we also find that the improvement in corpo- 
rate disclosure compliance behaviour is the result of the implementation 
of the FRA. Alternative specifications of the primary regression model 
indicate that those findings are robust. 


Key words: Disclosure; Financial reporting; New Zealand. 


The production of accounting rules will be nothing more than symbolic behaviour unless 
it is accompanied by some programme for monitoring compliance with those standards, 
and for imposing sanctions for non-compliance. 

—-Walker (1985, p. 12) 


As the epigraph from Walker suggests, companies do not comply with mandatory 
disclosure requirements unless stringent enforcement mechanisms are in place.’ 
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! The Collins Concise English Dictionary defines stringency as ‘requiring strict attention to rules, 
procedure, detail. ..’. We thus define a regulation as stringent if it allows only one outcome, has 
adequate enforcement mechanisms, and sanctions for non-compliance. 
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Consistent with the epigraph’s tenet, the New Zealand parliament enacted the 
Financial Reporting Act of 1993 (FRA) to enforce corporate compliance with 
financial accounting standards’ in the country. Prior to the enactment of the FRA, 
the responsibility of enforcing accounting standards was left to a private sector 
body, the Institute of Chartered Accountants of New Zealand (ICANZ)? The 
ICANZ relied on persuasion and its professional requirement that members 
disclose deviations from FRSs when serving as reporting accountants, auditors or 
directors. Moreover, although the ICANZ had provisions for sanctions against 
members who failed to comply with the requirement, it rarely applied the sanc- 
tions in practice.’ 

The FRA, which took effect on 1 July 1994, was essentially enacted to enhance 
enforceability of FRSs in the country. It changed the mechanism for enforcing 
compliance with FRSs from persuasion and professional requirement to a more 
stringent regulatory regime wherein non-compliance with FRSs is illegal. That is, 
it moved sanctions for non-compliance with FRSs from the ICANZ to a legally 
enforceable government-monitored system. For instance, directors became legally 
liable for non-compliance with FRSs by their companies, and can be fined sub- 
stantially by a court of law. 

This article investigates the effect of the FRA on mandatory disclosure compliance 
behaviour of companies listed on the New Zealand Exchange Limited (NZX) 
using a before and after research design. Specifically, it addresses the following 
research question: To what extent has the level of compliance with FRSs changed 
as a result of the introduction of the new financial reporting regime? To investigate 
this, we compare the mean corporate disclosure compliance levels in the pre-FRA 
period to those in the post-FRA period.® The post-FRA corporate disclosure 
compliance levels are found to be significantly higher than those in the pre-FRA 
period. To provide more direct evidence ihat the improvement in corporate 
disclosure compliance is the result of the implementation of the FRA, we develop 
a model that isolates the effect of the FRA, while controlling for the effect of 


The financial accounting standards issued prior to the enactment of the FRA were titled Statements 
of Standard Accounting Practice (SSAPs), and those after the enactment of the FRA are titled 
Financial Reporting Standards (FRSs). In this study, we refer to both the SSAPs and FRSs collec- 
tively as financial reporting standards (FRSs). 


* The Institute of Chartered Accountants of New Zealand was formerly known as New Zealand 
Society of Accountants. The name was changed on 1 October 1996. 


* This led Tower et al. (1992, p. 122) to question the effectiveness of the ICANZ’s self-regulatory 
system in monitoring and enforcing compliance with FRSs. 


$ The New Zealand Exchange Limited was formerly called the New Zealand Stock Exchange until 
on 31 December 2002, when it demutualized and became a limited liability company. It took a further 
step by listing on its own market in July 2003, trading as NZX. 


Š$ We define the pre-FRA period as one that spans frem 1 January 1992 to 31 December 1993, while 
the post-FRA period is from 1 January 1996 to 31 December 1997. As the pre-FRA period ends 
just six months before the FRA took effect, the analyses may as a consequence capture the effect 
of early compliance. This potential confounding problem is addressed later in the study. 
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other mandatory disclosure-related variables documented in the earlier literature. 
These findings suggest that corporate compliance with regulatory disclosure 
requirements could be improved with stringent enforcement mechanisms such 
as legal backing of accounting standards (see also Ball et al., 2003; Francis et al., 
2003). | | 

Motivation for the study is to ascertain the effectiveness of the use of legislative 
instruments to enforce compliance with accounting standards, using the FRA as a 
demonstration model. The use of legislaticn to enforce compliance with account- 
ing standards is becoming popular with British Commonwealth countries.’ Prior 
studies have documented benefits of governmental intervention in the financial 
reporting process either by way of administrative agency controls or by enactment of 
specific legislative instruments (Friend and Herman, 1964; Friend, 1976; Inchausti, 
1997; Walker and Mack, 1998). For instance, Inchausti’s (1997) investigation of the 
effects of a regulatory force (accounting reform) on disclosure practices of Spanish 
companies over a three-year period reveals that legislation produced a strong 
increase in disclosure even before it became a mandatory requirement. Walker 
and Mack (1998) also present evidence to suggest that regulation (and the authority 
of individual regulatory sources) influencec the use of consolidation accounting in 
Australia. 

Our study seeks to extend the prior literature in three ways. First, it compares 
financial disclosure practices of one period (pre-FRA) with the other (post-FRA) 
period. Second, it extends the geographica_ coverage of countries that have been 
studied in this research area. Third, the FRA itself has not been subject to any 
empirical research. 


BACKGROUND 


To restore and maintain public confidences in the NZX following the crash in 
1987, and to halt the growing number of high-profile corporate failures, the 
government commissioned the Russell Committee (on two occasions in 1989), the 
Law Commission (in 1990), and the Securities Commission (also in 1990) to study 
different aspects of securities’ regulation and financial reporting in the country. 
These bodies made several recommendaticns, including: (a) giving legal backing 
to FRSs; (b) advocating sanctions for non-compliance with FRSs; (c) establishing 
a regulatory agent, the Accounting Standazds Review Board (ARSB), to review 
and approve FRSs; and (d) updating the Companies Act of 1955. The enactment 


! British Commonwealth countries emulated the U.S., the first country to use legislation (Securities 
Acts of 1933 and 1934) to enforce compliance with accounting standards. The concept was adopted 
by Canada in 1975, and then by both Australia and the U.K. in 1989. New Zealand also adopted the 
concept with the enactment of the FRA in September 1993. Malaysia followed suit in 1997. The trend is 
expected to continue, especially within the Commonwealth of Nations, as they tend to share experiences. 


8 There were concerns about the quality and reliability of accounting information in New Zealand 
due to lax enforcement mechanisms. For instance, Tower et al. (1990) found the non-compliance 
rate to be between 32 and 48 per cent for the accounting standards for depreciation (SSAP-3) and 
events subsequent to balance sheet date (SSAP-S). 
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of the FRA gave effect to the first three of those recommendations in consonance 
with similar events in Australia. 

While the New Zealand Companies Act of 1993 (an update of the 1955 Act) 
prescribes the administrative (and certain content) requirements regarding finan- 
cial reporting, the FRA establishes the overall financial reporting framework. 
The primary provision oi the FRA, relevant to this study, is the making of non- 
compliance with FRSs illegal. It changed the mechanism for enforcing compliance 
with FRSs from persuasion and professional requirement to a legally enforceable 
regulatory framework. 

The enforcement of financial reporting requirements on listed companies is a 
joint effort of both public sector bodies (Registrar of Companies and Securities 
Commission) and private sector bodies ICANZ and NZX). While the Registrar 
of Companies monitors compliance with statutes and regulations relating to com- 
panies, the Securities Commission monitors compliance with the provisions of the 
Securities Act of 1978. Also, while the ICANZ ensures compliance with FRSs 
through its members, the NZX monitors and enforces its listing rules through its 
Market Surveillance Panel. | 

The FRA requires financial statements of listed companies to comply with 
New Zealand’s generally accepted accounting practice (GAAP). Compliance with 
GAAP is defined by section 3 of the FRA as conformity to: (a) applicable FRSs, 
and (b) where there is no applicable FRS or rule of law, accounting policies that 
are appropriate to the circumstances of the reporting company and have authori- 
tative support within the accountancy profession in New Zealand. While the FRA 
prescribes a maximum penalty of NZ$100,000 per director for failing to comply 
with an applicable FRS (item (a) above), it prescribes no penalty for failing to 
comply with authoritative support (item (b) above). Westwood (2000) notes, 
however, that in practice, the Registrar of Companies can invoke section 18 of the 
FRA’s filing requirement in conjunction with section 16(2)’ to penalize failure to 
comply with authoritative support. 


RESEARCH DESIGN 


Sample Selection 

Public listed companies in New Zealand are the target population. The study 
covers a four-year period (i.e., 1 January 1992 to 31 December 1993 [as the pre- 
FRA period] and 1 January 1995 to 31 December 1997 [as the post-FRA period]); 
two consecutive years immediately before and after the effective date of the FRA. 
Companies in the sample were drawn in a two-step process. First, a sample was 
drawn from companies that were listed on the NZX as of 31 December 1992. 
Second, using the sample for 1992 as a basis, samples were selected for the other 
three years. This procedure limits the sample size, as some of the companies in 
the sampling frame for 1992 merged with others, de-listed from the NZX or were 


9 Section 16(2) of the FRA requires external auditors to report any breach of GAAP to the Registrar 
of Companies who, in turn, must report the breach to the ARSB and the Securities Commission. 
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taken over by other companies and could no longer be included in the study. 
Nonetheless, this procedure is preferred because it ensures that each company 
serves as its own control. Using each company as its own control overcomes any 
extraneous factors that may influence observed differences in the disclosure prac- 
tices over time (Siegel and Castellan, 1988). Thus, any observed differences in the 
disclosure practices could truly be attributed to the different regulatory regimes 
that prevailed before and after the enactment of the FRA. 

The companies in the 1992 sample were selected on the following criteria. First, 
they should not be a financial services company because financial companies 
are exempted from complying with certain FRSs. Second, they should not be a 
foreign-registered company listed on the NZX, as foreign-registered companies 
are not required to comply with FRSs. Third, annual reports of the companies were 
available for the other three years under review. Fifty companies met the above 
criteria. So, in all, the final sample consists of 200 observations.’ The yearly 
sample represents about 70 per cent of the number of non-financial, non-foreign- 
registered companies listed on the NZX in each year. 


Measuring Disclosure Compliance Levels 

To quantify the mandatory disclosure practices of each company, a scoring tem- 
plate developed for each year under investigation was used to derive an index of 
mandatory disclosure. The index methodology has been extensively used to meas- 
ure disclosure (see Owusu-Ansah, 1998, 2000 for the literature). Because the 
FRA was enacted to enforce compliance with FRSs, our disclosure index consists 
only of information items required by FRSs. As in prior studies (e.g., Owusu- 
Ansah, 1998, 2000; Camfferman and Cooke, 2002), the information items were 
equally weighted. 

The contents of the disclosure-measuring templates were validated with the 
help of local representatives of two non-Big-5 international audit firms. The vali- 
dated templates were applied to the annual reports of each company, and the 
templates were scored by awarding one point each time a relevant mandated item 
was disclosed or zero if it was not.” The points were then added to compute the 
actual mandatory disclosure score for each company. In this study, the disclosure of 
a mandated information item means compliance with the disclosure requirement 


10 Jt must be stressed, however, that the use of the dummy variable approach (explained later) to test 
for the effect of the FRA does not require the yearly sample sizes to be equal (Gujarati, 1995). 


Scoring disclosure entails some subjectivity on the part of researchers in determining whether 
or not an undisclosed information item is irrelevant to a sample company. In this study, several 
measures were taken to minimize the subjectivity problems inherent in the scoring process. They 
include: (a) as in Cooke (1989), the entire annual report of each company was thoroughly read to 
become familiar with each company’s financial reporting style and circumstances before scoring 
the information items therein; (b) as in Owusu-Ansah (1998, 2000), current figures of each dis- 
closure item were compared to those of prior years’ annual reports. Because New Zealand companies 
are required to report comparative figures for each item in their annual reports, we were able 
to ascertain which information items were relevant and which were not; and (c) the relevance of 
certain information items such as depreciation and inventories valuation methods was easily estab- 
lished for each company by a priori reasoning. 


96 


N.Z. FINANCIAL REPORTING DISCLOSURE PRACTICES 


relating to that particular item. Non-disclosure of a relevant information item is, 
however, interpreted as non-compliance. Hence, the score obtained by a company on 
the index in each year is interpreted as its disclosure compliance level for that year.” 

Furthermore, because certain FRSs may not be relevant to all the companies in 
the sample, and because there are more FRS disclosure requirements in the later 
years as compared to the earlier years, we computed a relative index of disclosure 
for each company for each year. The relative index is a ratio of what each com- 
pany actually disclosed in its annual report in a year to what it should have dis- 
closed under the regulatory regime that prevailed for that year. This relative 
mandatory disclosure index (COMPLY) was computed for each company by 
using the following formula: 


> dy 


COMPLY, = = (1) 
y dj, 
Bil 


where dp = disclosure value for a mandated information item i relevant to com- 
pany j in year t, coded as 1 if it was disclosed or 0 if it was not disclosed by com- 
pany j (where year t can be 1992, 1993, 1996, or 1997); m, = number of mandated 
information items that were relevant to company j and were actually disclosed in 
its annual report in year f; and n, = total number of mandated information items 
that were relevant to, and were expected to be disclosed by company j in its 
annual report in year t. It is influenced by the available FRSs in each year that 
were relevant to each company. 

Further, as in prior studies, we empirically assessed the reliability of the facies: 
measuring templates by performing correlation analysis on scores obtained by a 
New Zealand auditor on a random sub-sample of annual reports of forty companies, 
and those obtained for these companies. The findings of the correlation analysis, 
not reported here, suggest minimal subjectivity in evaluating the annual reports of 
the companies. 





Control Variables 

While the level of corporate compliance with disclosure requirements can be influ- 
enced by several factors, we control only for the effects of seven company-specific 
characteristics due to measurement problems and lack of reliable data. It is well 


12? As in Inchausti (1997), it is not our intention to identify whether a particular company improved its 
disclosure practices, as measured by the value of the score it obtained on the disclosure index, but to 
analyse the overall disclosure compliance behaviour of the companies before and after the enact- 
ment of the FRA. 


This is the maximum score that a company can earn on the index in each year. A company’s score 
depends on its corporate circumstances, as some of the required information items may not be relevant 
for a particular company. This maximum score for each company was determined by thoroughly 
reading its annual reports (see Cooke, 1989). 
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documented that these company-specific characteristics are associated with 
corporate mandatory disclosure compliance levels (e.g., Cerf, 1961; Belkaoui and 
Kahl, 1978; Wallace, 1988; Ahmed and Nicholls, 1994; Owusu-Ansah, 1998). They 
include company size (SIZE), company age (AGE), liquidity (LIQUID), profita- 
bility (PROFIT), management equity holding (EQUITY), auditor-type (AUDIT), 
and industry-type (INDUS). The data on these variables were obtained from the 
annual reports of the companies. 


The Model 

If the implementation of the FRA affected zorporate compliance with FRSs, then 
one would expect that while the intercept of a disclosure compliance regression 
model changes between periods, the partial slope coefficients remain constant. In 
this study, it would imply that the minimum corporate disclosure compliance 
levels in the post-FRA period would be different from those in the pre-FRA 
period, but the incremental disclosure compliance levels would be the same for 
both periods. 

To test the hypothesis that the intercept of the disclosure compliance function 
is different between the pre- and post-FRA. periods, we introduce a dummy vari- 
able, D, which assumes the value of 0 for pre-FRA years and 1 for post FRA 
years (Gujarati, 1970a, 1970b, 1995)."* Specifically, the following pooled model was 
estimated with the ordinary least squares technique: 


+ BsEQUITY, + B,AUDIT, + BsINDUS, + £; (2) 


where g; = the stochastic disturbance term, which is assumed to be independent 
and normally distributed with the same variance. The dependent variable and the 
control variables are operationally defined in Table 1. 

The primary interest in equation (2) is the differential intercept coefficient (B,), 
which measures the difference in the intercept between the two periods due to the 
change in the regulatory enforcement regime with the enactment of the FRA. This 
coefficient is expected to be significant if the implementation of the FRA had any 
effect on disclosure compliance behaviour of the companies in the sample. 


4 Although we could have also used the Chow tes: (Chow, 1960), variance analysis or covariance 
analysis (see Snedecor and Cochran, 1980, pp. 365~92 for the application of the last two techniques) 
to capture the difference in the intercept between the pre- and post-FRA periods, we used the 
dummy variable approach for four reasons. First, it involves running a single pooled model as com- 
pared to the Chow test, which would have required running three different models (one for each 
period, and another for pooled data [Gujarati, 1995]). Second, not only does the dummy variable 
approach enable the testing for differences in the models, it also pinpoints the source(s) of the 
difference(s)—whether it is due to the intercept, the slopes, or both (Gujarati, 1970a), which is 
valuable for policy making purposes. Third, it improves the relative precision of estimates and 
increases the power of tests of hypotheses, as it involves pooling of data. Fourth, since it involves 
pooling of data, it also increases a model’s degrees of freedom (Gujarati, 1970a; Ramanathan, 
1995). Brown et al. (1999) also used the dummy variable approach to investigate the effect of the 
Australian Corporations Law Reform Act of 19% on both the quantity and timeliness of disclo- 
sure made by companies listed on the Australian Stock Exchange. 


98 


N.Z. FINANCIAL REPORTING DISCLOSURE PRACTICES 


PƏ1ISI-XZN 94} Jo Guofgu yv KZN 24} JO əmg3J 8 ST FI “3SIDI “ST IOJ SUOSBAI OM} JIB ƏIƏUL ‘JOSBIBP OY) Ul IOLIa ug 3JLNPUI JOU Soop AMY SML , 


0000°0 
Q000°0 
0000`0 
00000 
T0000 
9610 
cL¥O'0 
06$7°0 
97700 
0000°0 


Z<-QOIg o2nsng8js-2Z 


0S'0 

EEO 
8çSç'9 66°87 
96T'L CSTI 
Ste ll EL sv 
OSL'S 09:01 
06r'e 10% 
6r0'0- LEZ 
LELT 9L'¢ 
990 Icy 
COUT GEP 
leer £9't 


AVTBULION JO 189} 
SHA Ordeys 


"Teao; SOURTTAMIOD əmsolossip UO SNANI JO Poe oseloaw ay] UHSE 0} OSTE pue '(+0ç ‘d ‘sEgT ‘yeelny 
das) dei ə[qgtrgA Atutunp, oY} ptoAg 0} Yons sg papos o10M Ə|qgugA SGNI MP JO souo3o)eo oy} ‘uoNseSsns (0¿ç `d *ç66T) s.uolmerH BuIMOTO q 
‘Aueduios əjdwes g Jo sleogyjo pueg siojoamp Jo sšurp[oq ponpur pus 
PNP qoq Jo 1stsuos soy paroda sonsns1s oY} *puooəs ‘AUBdINOD g Jo səoreqs ZuIpuRysino pfe Jo 1039 ad 0ç IsBa] 18 SUMMO zəploqəreqs IUO pey ç66T 
JOqUIBAON JO $8 KZN 94] UO pəjsy sərugdtuoo EZ] ƏY} JO 102 13d çç 38y} pajoU (p661) JOUARD ‘oouBISUT Joy `19plousoreus FuyOMUC g sary səotugdutos 


TS 0 O0'T 
880 00'T 
80°62 »00'00T 
ST8 ST'6E 
OP'L S6 929 
sost 000 
CST 989] 
06 00001 
vI t6 OOOI 
9T L8 LBSB 
P98 totó 
976 00001 


'ASGI PIS UBIN “XBW 


sonsyeys AlIewmuns 


00°0 


00°0 


g S1910, JO AIOF3}BO YLINOJ B OF! STB} sINgNopse 

pue “Surrmosynuetu t91g1ouro[Bguoo uo 0 papos Ausdmos Aue pus 
tƏSLAI9U10O = (0 *əm1[noLt8g = J *əstw1oq1o = 0 ‘BULINJOBNUEW = I 
tƏSDAI9T10 = 0 '91819tro[8uoo = 1 SB Popod 3[q8LIBA 10} BOIpUT 


`ƏstA1ƏU1O Jt 0 “ag JIpnu [euonsurəlur ¢-Sig 8 IM PƏ18TUJ8 st 


IOlIpng T q “1olrpng eura) Jo addy oy] 107 SI[Q8LIBA JO}BOIpUyT 


‘PUDIBOA YILA 18 SIOpIsUl 
Aq paumo soreys 8uIpUeys}no Jo Joquinu Jo uoniodoiq 


'puə-rgəÁ yəgə 18 pəKolduuə yeyideo uo urn]əo% 
“‘pus-1e9A [elpuguu Gove 18 ONBI som 
`puə-rgəÁ ILA 18 X7ZN AM VO pə1sr[ sours srəəÁ Jo JoquInN 
“pua-Ieah YORI JE s1Ə9ss8 [B}]O}] JO INTELA Yoo Jo JOJ EEN 
(46 ÑdusoƏ) £661 103 Joao] Sougr|(dmoo amsopsiq 
(96 duo) 9661 103 |9AƏ] əougrIdutoo ərmsojosiq 
(c6 AIdmoo) £661 103 Joao] SougeT[dtuuoo əmso[osIG 
(76 Adwo) Z661 103 [OAs] S5ugt(dtttio5 amsopsiq 
(L6-9661 PUP €6-ZH61) BIEP pofoog 
LUYS DLUSU[USIP JUSU ujtituixutu O] JUIS S1USU]DSID [BIJE 


JO ORBI g SI] *pousd Wu-isod Jo poued yyyy-sid g ragya 
Ul [OA9] aouerdurcs emsoposip s. Augduioo g Jo oinsven v 


UORTERSp ƏIQ8HEA 


(SQGND edAj-Aysnpuy 


(Lany) sdG-12oxpny 


(AUNOA) 
drysisumo Aymbrr 


CLIIONd) Amyda 
(GLNOID) Aipmbry 
(mv) ode Auedmosy 
(AZIS) ezis Auedmo;) 


(X Id NOD) 
Joao] Əougerlduros 
ainsoposip ArIo1gpuv]q 


(Joqu]) surgu ə]q8H8A 





(002 = N) STISVTAVA TOULNOO ANY STAATT SONVTI4dWOOS TANSOTOSIA AOA SOLLSILV.IS AALLATUOSAA 


[I Peavy, 


99 


ABACUS 


TABLE 2 


TEST OF EQUALITY OF MEANS OF YEARLY DISCLOSURE COMPLIANCE LEVELS 


Variable Paired t-test 
t-value Prob. >t 
Comply_92* versus Comply_93° -0.8976 0.3738 
Comply_92 versus Comply_96° —8.7841 0.0000 
Comply_92 versus Comply_97¢ ~10.0306 0.0000 
Comply_93 versus Comply _96 —12.0618 0.0000 
Comply_93 versus Comply_97 —11.0928 0.0000 
Comply_96 versus Comply_97 —0.6589 0.5130 


“ Comply_92 = Mandatory disclosure compliance level for 1992. 
b Comply_93 = Mandatory disclosure compliance level for 1993. 
° Comply_96 = Mandatory disclosure compliance level for 1996. 
“ Comply_97 = Mandatory disclosure compliance level for 1997. 


FINDINGS 


Univariate Analysis 

Table 1 reports descriptive statistics for the control variables and disclosure com- 
pliance levels (COMPLY) of the companies during the pre- and post-FRA periods. 
A Shapiro-Wilk’s test of normality shows the data for both continuous control 
variables and the COMPLY variable (except for 1993 and 1997) are not normally 
distributed. So they are standardized. 

Table 2 reports the findings of a paired t-test that compares mean disclosure 
compliance levels of the companies between the pre- and post-FRA periods at the 
95 per cent confidence level. Unsurprisingly, the mean differences of disclosure 
compliance levels for the companies in 1992 against 1993, and in 1996 against 
1997, are statistically insignificant. The explanation for these findings is that the 
regulatory enforcement regimes that prevailed during 1992 and 1993 were the 
same as those that prevailed during 1996 and 1997. However, highly significant 
mean differences were found between disclosure compliance levels during the 
pre- and post-FRA years. 

While the findings in Table 2 are interesting and suggestive, they might be 
spurious, as univariate analyses do not control for the effects of other unknown 
influential factors. In view of this problem, we estimated a multivariate regression, 
which takes into account the influence of other factors that have been shown in 
prior studies to relate to mandatory disclosure compliance levels. The regression 
was estimated after examining the pair-wise Pearson product-moment correlation 
coefficients of the variables reported in Table 3.5 However, because a Pearson 


5 Multicollinearity is not a severe problem, as none of the pair-wise correlation coefficients is greater 
than 0.80 (Gujarati, 1995, p. 335). 
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TABLE 3 


PEARSON PRODUCT-MOMENT CORRELATION MATRIX“ (N = 200) 


Variable Size Age Liquid Profit Equity Audit Indus D 
Size 1.0000 

Age 0.1407** 1.0000 

Liquid -0.1221* -0.0964 1.0000 

Profit 0.1656** — 02879*** —0.0311 1.0000 

Equity —0.2027*** —0.1061 0.2291*** 0.0196 1.0000 

Audit 0.2515*** 0.1031 0.0434 0.2941*** —0.0030 1.0000 

Indus — —0.3019***  0.0023 0.1140 -0.0947 0.0698 -0.0979 1.0000 

D 0.0678 0.1746**  —0.0555 0.1179* —0.0212 0.0595 -0.0489 1.0000 


* A collinearity problem is considered severe if a pair-wise correlation coefficient is greater than 0.80 
(Gujarati, 1995, p. 335). 
* ** and *** denote significance at the 10%, 5%, and 1% levels, respectively, based on a two-tail test. 


product-moment correlation test is incapable of detecting linear relationships 
among three or more variables, we also computed the variance inflation factor 
(VIF) and the tolerance for each variable after equation (2) had been estimated. 
Panel B of Table 4 reports the findings of these collinearity tests. Although the 


TABLE 4 


RESULTS OF PRIMARY REGRESSIONS 


Panel A: Regression with average effect of industry-type variable 


Model: COMPLY, = B + B,D, + B,SIZE, + B,AGE, + B,LIQUID, + BsPROFIT, + B;EQUITY, 
+ B,AUDIT, + ByINDUS, +E 


Number of obs. = 200 


F(8, 192) = 8.74 
Prob. > F= 0.0001 


R* = 0.2680 
Adj. R? = 0.2373 
Root MSE = 4.3601 


Comply Coeff. Std Err. f Pili [95% Conf. interval] 

Intercept (?) 91.1644100 — 23931330 38.094 0.000 86.444200 95.8846100 
D (H? 2.5716450 6292829 4.087 — 0000 1.3304490 3.8128400 
Size (+) 2447192 .1708038 1.433 0.077 —.0921737 5816121 
Age (+) 0120038 0311595 0.385 0.350 ~,0494551 .0734627 
Liquid (+) 0049101 0066832 0.735 0231 —.0180919 .0082718 
Profit (+) .0429338 .0269864 1.591 0.056 —.0102940 .0961616 
Equity (~) —.0082088 0111696 -0.735 0.231 —.0302397 .0138220 
Audit (+) ~2.9800550 1.0201020 —2.921 0.002 —4.9921020 —.9680093 
Indus (7) ~.1106859 2639018 -0.419 0.675 —.6312049 4098330 


ABACUS 


TABLE 4 


(CONTINUED) 


Panel B: Collinearity diagnostics for the regression reported in Panel A 
Size Age Liquid Profit Equity Audit Indus D 


Variance inflation facto” 1.240 1.150 1.090 1.200 1.100 1.160 1.120 1.050 
Tolerance’ 0.809 0.871 0.919 0.832 0.906 0.864 0.895 0.955 


Panel C: Regresslon with 1992 (for pre-FRA period) and 1997 (for post-FRA period) data only 


Model: COMPLY, = B, + B,D; + BSIZE, + ByAGE, + B,LIQUID, + B,PROFIT, + B&EQUITY, 


+ AUDIT, + ByINDUS, + & 

Number of obs. = 100 R? = 0.3077 
F(8, 91) = 5.06 Adj. R? = 0.2469 
Prob. > F = 0.0000 Root MSE = 4.2441 
Comply Coeff. Std Err. i P>ttl [95% Conf. interval] 

Intercept (7) 101.0852000 — 34461150 — 29.33 0.000 94.2399200 107.9305000 
D (° 3.9584330 .8811753 4.49 0.000 2.2080860 5.7087790 
Size (+) 6135206 2416133 2.54 0.006 1335854 1.0934560 
Age (+) 0972800 0361843 2.69 0.004 1691557 0254044 
Liquid (+) —.0118626 0070301  -—-1.69 0.048 —.0258270 .0021018 
Profit (+) 1013715 0356504 2.84 0.003 0305564 1721867 
Equity (—) —.0028352 0156356 -0.18 0.429 ~,0338933 0282229 
Audit (+) 2.4496840 — 1.4075210 1.74 0.043 ~,3461830 5.2455510 


Indus (?) ~.1251591 3654709 ~().34 0.733 ~.8511220 6008039 


“ The p-values are based on a one-tail test for signed predictions and a two-tail test otherwise. 

5 The differential intercept dummy variable (D) is to capture the effect of the change in the regulatory 
enforcement regime introduced by the FRA, coded 1 if a post-FRA year, and 0 if a pre-FRA year. 

° The rule of thumb is that there is evidence of collinearity if: (a) a variance inflation factor (VIF) of 
a variable exceeds 10, and (b) the mean of all the VIFs is considerably greater than one (Chatterjee, 
1991; Gujarati, 1995, p. 339). The mean VIF for this study is 1.14. 

“ Collinearity is a problem if a tolerance of a variable is zero (Gujarati, 1995, p. 339). 


results of these tests suggest the presence of a collinearity problem, it is not so 
severe as to be a cause for concern."° 


Multivariate Analysis 
Panel A of Table 4 reports the estimates of equation (2). As indicated earlier, the 
differential intercept coefficient (B,) is of primary interest. This coefficient captures 


16 A collinearity problem is severe if a tolerance of a variable is zero (Gujarati, 1995, p. 339), or a VIF 
exceeds 10 and the mean of all the VIFs is considerably greater than one (Chatterjee and Price, 1991; 
Gujarati, 1995, p. 339). None of these measures exceed the thresholds, except for the mean VIF, which has 
a value of 1.14. Though the mean VIF is greater than one, it is not sufficiently so to raise any concerns. 
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the effect of the FRA on minimum disclosure compliance levels after controlling 
for the effects of other influential factors. It is both positive and significant at the 
0.01 level, suggesting that corporate disclosure practices improved as a result of 
the enforcement regime introduced by the FRA. Thus, ceteris paribus, minimum 
corporate disclosure compliance levels between the pre- and post-FRA periods 
increased as a result of the implementation of the FRA. The AUDIT, SIZE and 
PROFIT variables are statistically significant at conventional levels. They also 
have their expected signs, except for the AUDIT variable. 

In another regression based on equation (2), the categories of the INDUS 
variable were treated as individual variables.’ The findings of this analysis, not 
reported here, are qualitatively similar to those reported in Panel A of Table 4 
where the INDUS variable was treated as a single variable. Hence, all subsequent 
estimations of equation (2) were made with the view of ascertaining only the aver- 
age effect of the INDUS variable on COMPLY. 

Equation (2) was re-run with pooled data of only two years—1992 (for the pre- 
FRA period) and 1997 (for the post-FRA period).!Š Those years were chosen 
to avoid the confounding problems of early compliance with the FRA by the 
companies. As the findings in Panel C of Table 4 show, the differential intercept 
coefficient, which captures the effect of the FRA on corporate compliance levels, 
is significantly positive at the 0.01 level. 


Sensitivity Analyses 

We performed several tests on equation (2) to ascertain whether the findings 
reported in Table 4 are robust. First, the improvements in corporate disclosure 
compliance levels in the post-FRA period might have been caused by changes 
either in the regulatory enforcement regime, the control variables, or both. To 
address this possibility, we differentiated all the control variables except for AGE, 
AUDIT and INDUS, as these variables were not expected to significantly differ 
between the two periods. In other words, the intercept and the slope differentiat- 
ing variables, indicated with the ‘D’ prefix, extend equation (2) to detect any 
structural changes that might have taken place between the pre- and post-FRA 
periods due to changes in the regulatory enforcement regime, the differentiated 
control variables or both. A coefficient different from zero on ‘D’ in equation (2) 
would indicate a change in the level of corporate compliance with FRSs. As stated 
earlier, our primary interest in equation (2) is whether the differential intercept 
coefficient for the post-FRA is different from that for the pre-FRA period. As 
Table 5 shows, the changes in compliance levels are due to changes in the regula- 
tory enforcement regime, and the LIQUID variable. The differential intercept 
coefficient is statistically significant at the 0.05 level. Also, except for the differen- 
tial partial slope coefficient an liquidity (D_LIQUID), which is significant at a 


17 Because we coded at least a category of the INDUS variable as 1 and 0 otherwise, the conglomerate 


category was not included in the model to serve as the control group (Hamilton, 1995, pp. 370-1). 
Cooke (1989) and Camfferman and Cooke (2002) also used the same procedure in their studies. 


The credit for this test is due to an anonymous reviewer. 
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TABLE 5 
REGRESSION WITH SOME DIFFERENTIATED COMPANY-SPECIFIC CHARACTERISTICS" 
Model: COMPLY, = Bo + BID + nit + be + BD SIZE,) + ieee 


+ B,PRO FIT, + Bg(D_PROFIT,) + B,EQUITY 
+ B, AUDIT, + B;INDUS,; + £ 


+ ByLIQUID, + B(D_LIQUID)) 
, + Bi(D_EQUITY,) 


Number of obs. = 200 
F(12, 188) = 2.81 
Prob. > F = 0.0015 


R? = 0.2906 
Adj. R? = 0.2451 
Root MSE = 4.3972 


Comply Coeff. Std Err. t P>ttl? [95% Conf. interval] 

Intercept (2) 91.8706100  3.0626490 — 29997 0.000 85.8290400 97.9121900 
D (+) 4.1264910 3.0144800 1.367 0.039 ~6,8083080 9,0301200 
Size (+) 2361060 — 2323880 1.106 0.062 — 2809827 .6358635 
D_Size (?) .1319696 3290954 0.401 0.689 5172247 .7811638 
Age (+) .0138102 .0319340 0.432 0.333 0491849 0768052 
Liquid (+) 0652000 — 0310478 -2.103 04023 ~,0672499 0552438 
D_Liquid (?) 0338189 — 0316954 1.067 0.079 —.0603856 .0646631 
Profit (+) 0305981 — 0353175 0.866 0387 —.0390715 .1002676 
D_Profit (?) .0258796 0514365 0.503 0.615 ~.0755872 1273464 
Equity (-) ~.0026726 — 0155465 ` -0.172 — 0432 —.0333405 .0279954 
D_Equity (7) — —0103457 — 0228313 -0.453 0.651 —.0553840 .0346927 
Audit (+) —2.9555680 1.0380300 —2.847 0.002 —5.0032520 ~,9078838 
Indus (?) 1330864 — 2697505 0.493 — 0.622 —.6652130 .3990403 


* The differential intercept dummy (D) and the differentiating slope variables, indicated with the ‘D’ 

prefix, extend equations (2) to detect any structural changes that took place between the pre- and 

post- -FRA periods due to changes in the regulatory enforcement regime, the control variables or both. 
The p-values are based on a one-tail test for signed predictions and a two-tail test otherwise. 


two-tail 0.10 level, none of the other differential partial slope coefficients (i.e., 
D_SIZE, D_PROFIT and D_EQUITY) is statistically significant. 

Second, to confirm the dynamic nature of LIQUID, as reported in Table 5, we 
differentiated only this variable and re-ran the model. Apart from the differential 
intercept dummy variables for the post-FRA period (D, and D,), as evidenced in 
Table 6, none of the three differential partial slope coefficients on liquidity (1.e., 
D, LIQUID, D, LIQUID and D, LIQUID) is statistically significant. This is 
consistent with the earlier findings that the FRA is the impetus of the improve- 
ments in corporate disclosure compliance levels. 

Third, a fixed effects regression was estimated to ascertain if the findings suffer 
from mis-specification problems due to omitted variables, which can bias estimated 
coefficients (Hsiao, 1986; Baltagi, 1995, p. 4). Fixed effects regression eliminates 
mis-specification effects caused by time-invariant omitted variables. In this case, 
separate intercepts were included for each year under review, except for 1992, which 
serves as the base. The year-specific intercepts control for omitted variables that vary 
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TABLE 6 


REGRESSION WITH ONLY THE LIQUIDITY VARIABLE DIFFERENTIATED 


Model: COMPLY, = B, + B,D, + B,D, + BD; + B,SIZE, + BAGE, + B.LIQUID,+ B,(D,LIQUID,) 
+ B,(D, LIQUID) + B,(D, LIQUID) + By PROFIT, + Bu EQUITY, 
+ By, AUDIT, + Bo INDUS, + £ 
where D, = 1, if observation belongs to 1993, and 0 otherwise; 
D, = 1, if observation belongs to 1996, and 0 otherwise; and 
D, = 1, if observation belongs to 1997, and 0 otherwise. 


Number of obs. = 200 F? = 0.3131 
F(13, 187) = 2.73 Adj. R? = 0.2650 
Prob. > F = 0.0015 Root MSE = 4.3891 
Comply Coeff. Std Err. t P>itl [95% Conf. interval] 

Intercept (?) 90.9236200 2.4552460 37.032 0.000 86.0800800 95.7671600 
D. (2) 8613381 9105694 0.946 0.345 —.9349704 2.6576470 
D; (+) 2.9517760 9216425 3.203 0.001 1.1336240 4.7699290 
D; (+) 3.0977460 .9053435 3.422 0.000 1.3117470 4.8837450 
Size (+) 2254507 .1737297 1.298 0.098 —.1172713 .5681727 
Age (+) 0112972 0317012 0.356 0.361 ~.0512407 01738352 
Liquid (+) 0325328 0407546 0.798 0.213 —,0478650 .1129306 
D,_Liquid (?) ~,0781687 0588987 -1.327 0.186 —.1943599 0380225 
D,_Liquid (?) ~,0473143 0448814 1.054 0.293 —.1358532 0412247 
D, Liquid (?) —.0366068 .0413180 -—0.886 0.377 —.1181162 .0449025 
Profit (+) .0418948 .0274222 1.528 0.064 —.0122018 .0959914 
Equity (-) ~.0065777 0113500 -0.580 0.286 —.0289682 0158127 
Audit (+) ~2,9529080  1.0332900 -2.858 0.002 —4,9913110 ~.9145053 
Indus (?) ~1151516 2674190 -0.431 0.667 —.6426973 4123941 


" The p-values are based on a one-tail test for signed predictions and a two-tail test otherwise. 


across years, but are relatively constant from observation to observation. Table 7 
presents the evidence of the insensitivity of the findings to this problem. 

Finally, to ascertain whether the findings are data-driven (i.e., sensitive to the 
size of our dataset), the data were increased to include 1991 (for the pre-FRA 
period) and 1998 (for the post-FRA period), yielding a pool of 300 observations. 
We repeated the analysis after including the 1991 and 1998 data with each sample 
year being differentiated. ‘The findings reported in Table 8 are consistent with earlier 
findings. The statistical significance of the pre-FRA year of 1993 in this regression 
could be an announcement effect produced by the debate over the pros and cons 
of this legislation to improve compliance with FRSs. 


SUMMARY AND CONCLUSION 


The article investigated the effect of the Financial Reporting Act of 1993 (FRA) 
on mandatory disclosure compliance behaviour of companies listed on the New 
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TABLE 7 


REGRESSION WITH DIFFERENTIATED PRE- AND POST-FRA YEARS 


Model: COMPLY, = By + B,D, + B,D, + BsD3 + B,SIZE, + Bs AGE, + B,LIQUID, + B,PROFIT, 


+ B,EQUITY, + B,AUDIT, + B, INDUS, + 8, 


where D, = 1, if differential intercept is for 1993, and 0 otherwise; 


D, = 1, if differential intercept is for 1996, and 0 otherwise; and 


D, = 1, if differential intercept is for 1997, and 0 otherwise. 


Number of obs. = 200 
F(10, 190) = 3.36 
Prob. > F = 0.0005 


Comply Coeff. Std Err. t P>itl* [95% Conf. interval] 
Intercept (?) 90.9588400 2.4291090 37.445 0.000 86.1673500 95.7503200 
D, (?) 5324577 8742470 0.609 0.543 —1.1920190 2.2569350 
D, (+) 2..7258440 8929765 3.053 0.001 9644225 4.4872650 
D, (+) 2.9470010 8824263 3.340 0.000 1.2063900 4.6876110 
Size (+) .2398612 .1716555 1.397 0.082 —.0987342 .5784566 
Age (+) .0115549 .0313339 0.369 0.356 —.0502521 .0733620 
Liquid (+) —.0050059 .0067224 —0.745 0.228 ~,0182660 .0082543 
Profit (+) 0427136 0273453 1.562 0.060 —.0112258 .0966530 
Equity (-) —,0082245 0112157 —0.733 0.232 —.0303477 0138987 . 
Audit (+) —2.9680050 1.0251020 -2.895 0.002 —4.9900490 —.9459619 
Indus (?) —.1118381 .2650741 —0.422 0.674 —.6347043 4110280 


R? = 0.2755 


Adj. R? = 0.2371 


Root MSE = 4.3779 


“ The p-values are based on a one-tail test for signed predictions and a two-tail test otherwise. 


Zealand Exchange Limited using a before and after research design. ‘The findings, 
using a univariate paired t-test, indicate that corporate compliance levels in the 
post-FRA period are statistically higher than those in the pre-FRA period. Using 
a multivariate analysis, we find that the improvement in corporate disclosure com- 
pliance behaviour is due to the enforcement regime introduced by the FRA. 

Sensitivity analyses suggest that these findings are neither due to changes in the 
company-specific determinants of disclosure compliance levels that were con- 
trolled for, nor due to time-invariant omitted variables. The findings are not data- 
driven either. Taken together, these findings suggest that corporate disclosure 
compliance levels improved as a result of the introduction of the new regulatory 
regime, which made non-compliance with FRSs illegal. 

Although the enforcement of corporate compliance with FRSs is the central 
feature of the FRA, it has several other provisions which make it difficult, if not 
impossible, to isolate the effect of the enforcement provisions on corporate dis- 
closure compliance levels for empirical analysis. Hence, these findings should be 
interpreted with care. Also, while this study is the first to investigate the effect of 
the FRA on corporate financial reporting, it has used a short observation window— 
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TABLE 8 


REGRESSION WITH EXPANDED STUDY PERIODS AND DIFFERENTIATED YEARS 


Model: COMPLY, = By + B,D, + BaD + B,D, + B,D, + BsDs + SIZE, + B,AGE, + BsLIQUID, 
+ By PROFIT, + ByEQUITY, + Bn AUDIT, + By, INDUS, + & 


where D, = 1, if observation belongs to 1992, and 0 otherwise; 
D, = 1, if observation belongs to 1993, and 0 otherwise; 
D, = 1, if observation belongs to 1996, and 0 otherwise; 
D, = 1, if observation belongs to 1997, and 0 otherwise; and 
D, = 1, if observation belongs to 1998, and 0 otherwise. 
Number of obs. = 300 
F(12, 287) = 9.14 
Prob. > F = 0.0000 


R? = 0.2764 
Adj. R? = 0.2462 
Root MSE = 4.0608 


Comply Coeff. Std Err. r P>lt! [95% Conf. interval] 
Intercept (?) 95.9141600 1.9086360 50.253 0.000 92.1574600 99.6708600 
D, (?) 910972 — .8087385 1.125 0.261 —.6816136 2.5020080 
D, (?) 1655720 — .8141388 2.034 0.043 .0533321 3.2582120 
D; (+) 3.7741760 8257900 4.570 0.000 2.1488030 5.3995490 
D, (+) 4.6786230 2296029 5,640 0.000 3.0457460 6.3115010 
D, (+) 5.3340710 8322867 6.409 0.000 3.6959110 6.9722310 
Size (+) 4856210 1325447 3.664 0.000 —.2265039 6224738 
` Age (+) 0768490 (208893 3.679 0.000 1179647 1035733 
Liquid (+) —.0145788 061240 ~2,381 0.009 ~,0266325 —.0025251 
Profit (+) 0903172 0181980 4.963 0.000 0544988 1261357 
Equity (-) ~.0076999 .C084703 -0.909 0.182 —.0243716 .0089718 
. Audit (+) 18001720 — 7551534 ~2,555 0.009 ~2,3138320 1.2865130 
Indus (7?) —3477407 2064921 —1.684 0.093 —. 7541717 .0586902 


“ The p-values are based on a one-tail test for signed predictions and a two-tail test otherwise. 


only a four-year period, two years before and two years after the enactment of the 
FRA. Further, using 1992-3 as the pre-FRA period and 1996-7 as the post-FRA 
period implicitly assumes that we know precisely the point of break. But, as sug- 
gested by the findings reported in Table 8, some of the companies in the sample 
complied before the provisions of the FRA became legally binding, thus question- 
ing our implied assumption of the point of break. Finally, we could not control for 
factors such as clarity in the FRSs and explicit guidelines issued during the post- 
FRA period, or market pressure associated with raising capital tbat may influence 
the level of corporate compliance with FRSs, because they are not directly 
observable. Other factors such as multiple listing status and existence of an effec- 
tive audit committee, while amenable to measurement, were not included in our 
model because of lack of reliable data. However, the combined effects of these 
omitted variables on disclosure compliance level are captured by the stochastic 
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disturbance term in equation (2) (see Koursoyiannis, 1977, pp. 13, 51; Gujarati, 
1995, pp. 39—41, for further exposition on this). 

Given these limitations, future research should attempt to revisit these aspects 
of this study. Also, future research may replicate the research design on data from 
Australia, Canada, Malaysia and the U.K., as their corporate financial reporting 
systems have undergone changes similar to that in New Zealand. Further, future 
research may focus on the value relevance of the additional information disclosed 
by the companies as a result of the implementation of the FRA. 

Despite the above limitations, the current findings suggest that corporate com- 
pliance with regulatory disclosure requirements could be improved with stringent 
enforcement mechanisms such as legal backing of financial accounting standards 
(see also Ball et al., 2003; Francis et al., 20C3). In conclusion, this study provides 
evidence to suggest that corporate compliarce levels with FRSs improved during 
the post-FRA period, and the improvement appears to be the result of the strin- 
gent enforcement measures introduced by the FRA. 
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Notes of the University of Sydney 
Pacioli Society 


THE UNIVERSITY OF SYDNEY PACIOLI SOCIETY MEETING (HOSTED 
BY ERNST & YOUNG, SYDNEY), 10 DECEMBER 2003 


PUBLIC PRIVATE PARTNERSHIPS 


Background 

The dinner meeting emerged from a forum hosted by the Accounting Foundation 
of The University of Sydney on public private partnerships (PPPs), which took 
place at the university on 8 December 2003. Papers presented at the forum have 
now been published in Australian Accounting Review, a journal published by 
CPA Australia, which like Abacus is edited in the Discipline of Accounting. 

The three presenters at the Pacioli Society function were: Linda English and Professor 
Bob Walker (both of The University of Sydney) and Mick Lilley (Macquarie Bank). 

Introducing the topic Linda English noted that PPPs encompass the provision 
of a wide variety of services in relation to health, education, detention and transport 
that were previously the entire responsibility of the public sector, raising questions 
as to their nature, purpose and achievements. The merit of these arrangements 
stems from the proposition that they provide value for money (VFM) and superior 
services for taxpayers because they shift risks to private sector participants and 
utilize competition to provide efficiencies and effectiveness in service provision. 
However, the extent to which these arrangements deliver promised benefits in 
terms of quantity and quality depends to a considerable extext on the specification 
of financial models constructed in the pre-decision process. 

Commitments to PPPs by Australian governments totals $87.4 billion. Key 
features include their duration (twenty to thirty years), and how they package 
the delivery of both the infrastructure and a range of related services through risk 
transfer, proxied as VFM. The achievement of VFM is perceived to be fundamental, 
and is determined through the calculation o= a financial benchmark known as the 
public sector comparator (PSC), a hypothetical construct of the cost to government 
of itself providing the infrastructure and and related services. Controversially, 
the PSC allegedly provides proof of risk transfer VFM through permitting the 
quantification of cost savings to government, and is the ultimate hurdle to be 
cleared before the PPP option is formally sanctioned. 

Early academic research into PPPs focused on their nature and purpose. 
Debate has centred on whether they are a response to macroeconomic pressures 
and packaged to ensure that debt is not reported on government balance sheets, 
or whether their primary purpose is the provision of infrastructure-based services 
in the most cost-efficient manner at the micro or organizational level. 
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Professor Bob Walker (then of the University of New South Wales) suggested 
that the main driver for the development of PPPs was a concern by governments 
to reduce debt. Arguing that Australian politicians had displayed a tendency to 
borrow rhetoric from others, he suggested that local debate about the evils of 
public sector debt during the 1980s had drawn freely from Thatcher’s Britain. The 
argument that Australian governments needed to reduce debt had led to the sale 
of government businesses in the 1990s, generating sale proceeds of around $100 
billion. This placed Australia close to the top of the list of privatizing countries: 
second only to the U.K. in dollar terms, and second only to New Zealand if sale 
proceeds were related to gross domestic product. 

Professor Walker indicated that Australia’s circumstances differed substantially 
from Britain’s, from European countries and from elsewhere. OECD data showed 
that Australian public sector debt was low bv international standards. The standard 
indicator was the relationship between debt and gross national product. Australia’s 
debt to GNP ratio was now around 6 per cent; in 2000 OECD figures placed 
the U.K. at 39.7 per cent, U.S.A., 40.6 per cent; Japan, 46.4 per cent; Germany, 
47.9 per cent; Italy, 102.8 per cent; and Belgium, 109 per cent. In these terms, Australia 
was far from facing a debt crisis and had less need than other countries to sell off 
agencies to finance debt reduction. Australian governments had the capacity to 
borrow to finance construction of long-lived infrastructure. 

Nevertheless, during the past two decades Australian state governments have 
been actively involved in organizing ways to get capital projects undertaken 
through off-balance sheet finding deals—such as ‘take or pay’ contracts for energy 
infrastructure, and pre-commitment leases for buildings. In terms of long-standing 
arrangements for the coordination of state and commonwealth borrowings, the 
Australian Loan Council had to adjudicate on which of these arrangements (at 
least for those deals the council found out about) constituted ‘borrowings’. It used 
a test of ‘substance over form’, borrowed from conventional accounting, for 
example, as in lease accounting. This led the Loan Council in 1991 to approve a 
N.S.W. tollway scheme, whereby the private sector would build a tollway on land 
leased from government, would be allowed to collect tolls from motorists, and at 
the end of a defined period the infrastructure would be handed over to government. 
The Loan Council determined that as there was no public sector involvement in the 
raising of funds, and no direct guarantee of financial returns to the borrower, this 
arrangement should not be regarded as a berrowing. These arrangements became 
known as BOOT schemes—an acronym for ‘build, own, operate and transfer’. 

BOOT schemes which were followed by BOO schemes—and several changes in 
the form of Loan Council oversight—were traced by Professor Walker. This form 
of financing has been used to construct private sector financing of infrastructure 
ranging from tollways to water treatment plants and sewerage tunnels. Investment 
in infrastructure through government-sponsored opportunities had proved partic- 
ularly attractive to pension funds. 

Australia is now enjoying the use of public private partnerships, which Walker 
described as ‘a softer term than BOOT’. The term had been borrowed from 
the Blair Government in the U.K. The underlying idea was that contracts were 
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expressed as payments for services. If government asked a private sector con- 
tractor to finance the construction of (say) a gaol, that arrangement might be estab- 
lished as a borrowing or a lease. But if a government arranged to pay a private 
contractor a fee for providing the service of accommodating prisoners in an 
appropriate environment, that was described as a partnership. 

These arrangements had developed so that ‘new’ PPPs involved private firms 
constructing facilities and providing a package of services traditionally supplied 
by government (e.g., corrective services, detention centres, schools, above-rail pas- 
senger transport) in return for revenues derived from government and customers. 
Walker suggested that there had been five main criticisms of BOOT schemes and 
PPPs: (a) the arrangements eroded public sector accountability since material 
financial commitments are outside the budget process; (b) particulars of the con- 
tracts have been shrouded in secrecy (further diminishing accountability); (c) the 
arrangements were, in substance, an expensive form of financing; (d) the attrac- 
tions of off-balance sheet financing distorted spending priorities; and in any case 
(e) the financial arrangements should properly be regarded as giving rise to liabil- 
ities of government. He suggested that some criticisms on this list were not criti- 
cisms of the schemes per se, but of the way these contractual arrangements have 
been handled by individual governments—or how they have been accounted for 
in the books of government agencies. 

Claimed merits of PPPs were that: (a) the arrangements permitted the construc- 
tion of infrastructure that otherwise would not be affordable; (b) they enabled 
governments to benefit from new ideas or new technologies (though many deals 
to date involved the use of relatively stable technology); (c) they enabled ‘politi- 
cally difficult’ projects to be undertaken (e.g., construction of hospital car parks 
via PPPs was better politics than drawing on a strained health budget); (d) to 
some extent, PPPs enabled state or local governments to engage in cost shifting to 
the Commonwealth by enabling the promoters or financiers to enjoy the benefits 
of depreciation allowances, or tax breaks fram research and development expend- 
iture—benefits which otherwise would not have been available to those regional 
governments if they had directly financed the projects themselves; (e) PPPs can 
be devised to ensure that risks are borne by the parties best able to manage them; 
(f) PPPs can be used to enhance competitiveness by enabling benchmarking of the 
performance of private sector operators against public sector operators; (g) PPPs 
can utilize waste or conserve resources; (h) PPPs can provide additional uses for 
existing assets, through access regimes, wkereby private firms are given access 
to public sector infrastructure, such as railway lines (though the merits of access 
regimes depend entirely on the way in which prices to use that infrastructure are set). 

Professor Walker concluded that PPPs can be a win-win arrangement for the 
public and private sectors—but that the dev:l was in the detail. However, it was to 
be regretted that there were no effective accounting standards on issues that 
directly addressed issues of asset and liability recognition in these arrangements. 
While the U.K.’s ASB had issued a modification to its standard FRS 5, Substance 
Over Form, to address the treatment of PPPs, he suggested that this standard 
(despite its title) was focusing on form rather than substance. If a stream of payments 
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from government to a PPP operator took the form of a bundle of payments for a 
package of services, then they could be treated as off-balance sheet financing. 

Walker noted that PPP contracts in the U.K. were reportedly not available for 
public inspection. However, inspection of some Australian contracts for BOOT, 
BOO or PPP schemes indicated that while the arrangements when entered into- 
might well be described as unperformed executory contracts, that status changed 
over the term of the contracts. Indeed, some Victorian BOO contracts involving 
construction of physical infrastructure in the form of prisons or hospitals incorpo- 
rated detailed clauses which provided for a stream of payments to be triggered 
once the facilities had been commissioned. The language of the contracts referred 
to ‘accommodation service charges’, yet the same charges were defined as encom- 
passing reimbursing the operator for the amount of borrowings and interest 
expense incurred to finance construction. Plainly, he argued, such contractual 
arrangements evolved into liabilities on the part of government. He concluded by 
suggesting that there was a need for greater disclosure whenever governments 
entered into these forms of financing arrangements. 

The third speaker was Mick Lilley from Macquarie Bank, one of Australia’s 
major players in the financing of infrastructure developments in partnership with 
governments. Mr Lilley emphasized that PPP arrangements could provide value 
for money for governments and the community. He reviewed the merits of utiliz- 
ing private sector finance and expertise to construct much-needed infrastructure, 
and pointed to international trends whereby a range of governments now 
endorsed such an approach in order to provide facilities far sooner than if they 
were financed by the public sector. Private investors were not being provided with 
excessive returns relative to the risks they assumed in these contracts. Neverthe- 
less he agreed that PPPs constituted an attractive investment class for institutional 
investors. It has been demonstrated that PPPs work, and provide value for money. 
There was merit in the wider use of PPPs regardless of accounting treatments. 

Ensuing discussion involved some spirited debate about the merits of the use of 
public sector comparators in the initial evaluation of PPPs. Participants included 
visiting professors Jane Broadbent and Richard Laughlin (from Royal Holloway 
College and King’s College, London University) who interpreted British require- 
ments for assessing VFM as placing particular emphasis on the degree of risk 
transfer. Other speakers suggested that assessments of risk transfer were best 
assessed ex post; that some ex ante assessments had proved disastrously wrong (as 
evidenced by the failure of some PPPs leaving government to bear the cost of 
failed ventures); and that the discipline of preparing a public sector comparator 
would be enhanced if such analyses were routinely published. 


Other Issues and Points Raised During the Debate 

It was explained that PPPs are an example of the outworking of new public 
management, a neo-liberal reform movement implemented in Western democra- 
cies since the 1990s that has fundamentally altered prevailing institutional rules 
and relationships relating to governance, and to the organization and methods of 
the procurement of services in the public sector. 
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It was noted that despite the magnitude and detail of policies and procedures 
steering the adoption and administration of PPPs at the micro level, a number 
have failed in Australia and elsewhere, such as in the U.K. The failure of a fran- 
chising arrangement involving 240 kilometres of Melbourne’s tram network, part 
of the suburban rail network and the regional public transport system enabled 
examination and analysis of what went wrong with the arrangements. The govern- 
ment expected substantial reductions in z0vernment subsidies, significant up- 
grading of rolling stock, and service improvements (driven by components in the 
franchisee’s remuneration packages). 

Evaluation of the bids included the determ:nation of the PSC or similar benchmark 
to quantify the net present value of cash flows required by the state over the franchise 
period and the extent of risk transfer. As is usual in PPP arrangements, the fran- 
chisees received a mixture of fixed and variable payments, including a patronage 
growth incentive equivalent to 50 per cen: of the real growth in fare revenues, 
where the threshold reflected revenue gars that were anticipated to be easily 
achievable by reducing fare evasion. A s:gnificant reason for failure has been 
identified as the over-optimism of both the Department of Transport and the 
bidders; namely, a failure to take into account the success of reforms that had 
been instigated by the government prior to the PPP arrangement, which made the 
achievement of key objectives unrealistic. These achievements had been high- 
lighted by the Victorian Auditor-General in 1998, before the franchising agree- 
ments were signed the following year. The Auditor-General commented that after 
six years of cost-cutting and rationalization by the department, there appeared to 
be limited scope for further large savings to be achieved in an environment that 
required large investment in rolling stock. 

Analysis leads one to question why seasoned transport planners accepted bids 
that were unsustainable. The researchers could find no evidence to indicate that 
those managing the franchising process undertook benchmarking analyses with 
comparable public transport services overs2as, concluding that there was a failure 
in the state’s public planning and service delivery processes. They also noted com- 
pounding effects stemming from the use of competitive tendering, as opposed to 
negotiated performance-based contacts, as a means of selecting partners, including 
a tendency to focus too heavily on cost minimization, and ex ante bidding positions 
rather than negotiated adjustments over time. 

There is a strong perception that being primarily politically and ideologically 
driven, there has often been enormous pressure on civil servants to make PPPs 
work, particularly in an economic climate in which governments are not prepared 
to fund the construction of infrastructure through government borrowings. 
Despite low global interest rates, Austrzlian governments have committed to 
maintain balanced budgets and the self-imposed restraints on borrowings that this 
implies. Recent evidence suggests that governments have become more circumspect 
in their use of PPPs, and more adept at achieving value for taxpayers. Similarly, 
the private sector, despite the necessity to maximize returns, is more aware of the 
pressures facing governments of public accountability requirements, and the polit- 
ical need to demonstrate that PPPs work, and provide VFM for taxpayers. 
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The growing reluctance of governments to take the PPP option at any cost does 
not, however, counteract the possibility of the failure of bureaucrats and their 
advisers to weigh up costs and benefits sensibly, or to succumb to what has now 
been termed ‘over-optimism bias’. The duration of PPPs is also considered to 
present partners—-government and operaters—-with particular problems in terms 
of managing their long-term relationship. 

Lack of transparency and accountabilitv is a recurring concern. One of the 
arguments supporting the use of contracts to govern relationships and service pro- 
vision in the public sector is the transparency the contracting process supposedly 
delivers. The organizational structure of PPPs, embedding much of the activity 
associated with the delivery of the services within private sector entities, severely 
inhibits public scrutiny of decisions and actions. 

Finally, there is the issue of the long-term post-decision project evaluation of 
PPPs. In Australia, as in the U.K., the major focus of ongoing monitoring of welfare- 
based PPPs at agency level can be categorized as ongoing facilities management, 
including assurance that payments are made only for adequate performance. 
Independent review of PPPs in Australia, as in the U.K., has focused almost 
exclusively on the management of processes prior to contract exchange. For 
instance, review subsequent to contract exchange by auditors-general has taken a 
number of forms. The Western Australian Auditor-General performed a special 
follow-up audit of the management of the contract and the performance of the 
Joondalup Health Campus, which also focused on facilities management. Per- 
formance reviews in Victoria have tended to consider the implementation of gov- 
ernment policy across a sector without distinguishing between public and private 
provision. Following the failure of three PPPs in Victoria, the Auditor-General 
has also opted to analyse reasons for those failures. None of the reports attempted 
to undertake a systematic post-period evaluation of a PPP. There are now growing 
calls in the U.K. for long-term evaluation of the private finance initiative to go 
beyond facilities management, and to consider matters such as financial and non- 
financial evaluation at the pre-decision stage. 

Independent investigation into the management and operations of Victoria’s 
PPP prisons has gone some way towards what may be termed post-period evalu- 
ation. It has been found that in some respects (standards of prisoner accommoda- 
tion, documentation, and prisoner management systems) the introduction of 
private prisons had contributed positively to changes in the Victorian corrections 
system. However, persistent problems with the contractual and legislative frame- 
work, the performance monitoring model, inadequate provision of services and 
staff training, variable interpretation of case management, and problems with 
information management systems were also confirmed. These investigations also 
noted tensions arising from changing community perceptions of incarceration and 
prison management policies in a system governed by inflexible long-term contracts, 
which affect post-signing risk allocations to the detriment of government. These 
appear to be the only exhaustive publicly available reviews of service delivery 
outcomes from welfare-based PPPs in Australia, and indicate some of the issues 
that an effective post-period evaluation system may need to consider. The Victorian 


115 


17th Annual Conference on 


Accounting, Business and Financial History 
at Cardiff Business School 15—16 September 2005 


Announcement of Conference and Call for Papers 
Guest Speaker — Warwick Funnell 


Theoretical, empirical and review papers ara welcomed in all areas of account- 
ing, business and financial history. 


The conference provides delegates with the opportunity of presenting and dis- 
cussing, in an informal setting, papers ranging from early working drafts to fully 
developed manuscripts. The format of the conference allows approximately forty 
minutes for presentation and discussion in order to help achieve worthwhile 
feedback from those attending. 


In the past, many papers presented at Cardiff have subsequently appeared in 
print in Accounting, Business and Financial History, edited by John Richard 
(Dick) Edwards and Trevor Boyns, or in another of the full range of international, 
refereed academic accounting, business and economic history journals. 


The conference will be held at Aberdare Hall, Cathays Park, Cardiff, CF14 3UX, 
U.K., from lunchtime on Thursday, 15 September, to mid-afternoon on Friday, 16 
september 2005. 


The fully inclusive conference fee (covering all meals, the conference dinner on 
Thursday and accommodation} is £120. 


Those wishing to offer papers to be considered for presentation at the 
conference should send an abstract of their paper (not exceeding one 
page) by 31 May 2005 to: 


Debbie Harris, Cardiff Business School, Colum Drive, Cardiff, CF10 3EU Tel +44 
(0)29 2087 5730 Fax +44 (0)29 2087 4419 Email: HarrisDL@cardiff.ac.uk 


Following the refereeing process, applicants will be advised of the conference 
organisers’ decision on 30 June 2005. 


Sponsored by: 


THE INSTITUTE OF 
CHARTERED 
ACCOUNTANTS 


ç 





IM ENGLAND & WALES 


( ' Blackwell 
f Publishing 


PUBLISHER 


Abacus ts published by Blackwell Publishing Asla Pty Ltd 
550 Swanston Street (PO Box 378) 

Carlton South, Victorla 3053 

Australia 

Tel: +61 3 8359 1011 

Fax:+61 3 8359 1120 

Email: info@blackwellpublishingasia.com 


Journal Customer Services 


For ordering information, claims and any enqulry concerning your Journal 
subscription please contact your nearest office. 

UK: Emall:.customerservices@oxon.blackwellpublishing.com: Tel: +44 (0) 
1865 778315; Fax: +44 (0) 1865 471775. 

USA: Email: subscrip@bos.blackwellpublishIng.com; Tel: +1 731 388 8206 
or 1 800 835 6770 (toll free In the USA); Fax: +1 781 388 8232. 

Asia: Email: subs@blackwellpublishingasla.com; Tel: +61 3 8359 1100; 
Fax: +61 3 8359 1120. 


Production Editor 
Elizabeth Watkin (email: elizabeth.watkin@blackwellpublishingasia.com) 


INFORMATION FOR SUBSCRIBERS 


Abacus is published in three issues per year. Subscription prices for 2005 are: 
Premium Institutional: US$366 (The Americas), £228 (Europe), £152 
(Australla), £138 (New Zealand), £255 (Rest of World). Customers In the UK 
should add VAT at 5%; customers In the EU should also add WAT at 5%, or 
provide a VAT registration number or evidence of entitlement to exemp- 
tlon. Customers In Canada should add 7% GST or provide evidence of 
entitement to exemption. Australla prices are Inclusive of GST. The 
Premium Institutional price includes online access to the current and all 
avallable previous year electronic Issues. For other pricing optlons or 
more Information about online access to Blackwell Publishing journals, 
Induding access information and terms and conditions, please visit: 
www.blackwellpublishing.com/abacus 


` PRINTING AND DESPATCH 


Blackwell Publishing's pollcy is to use permanent paper from mills that 
operate a sustainable forestry policy, and which has been manufactured 
from pulp that is processed using acid-free and elementary chlorine-free 
practices. Furthermore, Blackwell Publishing ensures that the text paper 
and cover board used In all our Journals has met acceptable environmental 
accreditation standards. 

Printed In Australla. 

All journals are normally despatched direct from the country in which they 
are printed by surface alr-lifted delivery. 


COPYRIGHT AND PHOTOCOPYING 


© 2005 Accounting Foundation, University of Sydney. All rights reserved. 
No part of this publication may be reproduced, stored or trensmitted in 
any form or by any means without the prlor permission In writing from 
the copyright holder. Authorisation to photocopy items for internal and 
personal use is granted by the copyright holder for libraries and other 
users registered with their local Reproduction Rights Organisation 
(RRO), e.g. Copyright Clearance Center (CCC), 222 Rosewood Drive, 
Danvers, MA 01923, USA (www.copyright.com), provided the appro- 
priate fee Is paid directly ta the RRO. This consent does nct extend to 
other kinds of copying such as copying, for general distribution, for adver- 
tising or promotional purposes, for creating new collecttve works or for 
resale, Special requests should be addressed to Blackwell Publishing at: 
journalsrights@oxon.blackwellpublishing.com. 


ABACPJan0s 


Instructions for Authors 


1. Submission of a paper will be held to imply that paper has not been previously published-and 
is not under consideration for publication elsewhere. Papers accepted for publication become 
. copyright of the Accounting Foundation and authors will be asked to sign a transfer of 
` copyright form. In signing the transfer of copyright it is assumed that authors have obtained 
‘permission to use any copyrighted or previously published material. All authors must read 
` and agree to the conditions outlined in the Copyright Assignment Form, and must sign the 
- Form or agree that tae corresponding authcr can sign on their behalf. ‘Articles cannot be 
published until a signed Copyright Assignment Form has been received. Authors can download 

the Form from http://www.blackwellpublishing.com/pdf/abacus_caf.pdf ` 


2. Submit three copies of the manuscript. After the paper has been accepted, authors should 

supply papers as formatted text on disk. Any word processing format is ‘acceptable. The 
. hardware and the word processing package raust be specified on the disk. 

3. - Use opaque quarto paper (207 mm x 260 mm) or A4 (210 mm x 297 mm); double space text; 

` leave adequate (30 mm) margins on both sides. 

4. Place name of author in BLOCK capitals above the title of the article. Give author’s présent 
position at the foot of the first page, as in this issue. 

5. Use footnotes sparingly. Place them at the end of the manuscript, double-spaced with an 
extra line between entries. Number footnotes consecutively throughout the text; use superior 
numbers without point, thus: `. .. money’.? Cite books and articles in the text thus: . . . (Jones, 
1962, p. 21). 

For page. reference numbers use p. 21, pp. 423-32, pp. 406-571, but pp. 11-13, pp. 115-19. 

6. List books and articles cited in alphabetical order at the end of the meee When listing 
books and articles use the following forms respectively: 

Jones, A., Depreciation of Assets, Publisher & Co., 1962. 
Morrissey, L., ‘Intangible Costs’ in Morton Backer (ed), Modern Accounting Theory, Prentice- 
Hall, 1966. 
Revsine, L. and J. Weygandt, “Accounting for Inflation: The Controversy', Journal of 
Accountancy, October 1974. 
Smith, B., “An Aspect of Depreciation’, The Journal of Accounting, August 1965. 
Do not use parentheses; use short titles for publishers unless it is essential to tracing. 
7. Underline what is to be printed in italics. Use BLOCK capitals only for what is to be printed 

- in capitals. Use italics and BLOCK capitals sparingly. Use the smallest number of styles for 
section headings; preferably side headings, in italics. 

8. For quotations within the text use only single quotation marks, and double marks for quotes 
within quotes. Where quotations exceed four lines, indent quoted material three spaces, but 
do not use quotation marks. 

9, Do not use a point in standard abbreviations such as CPA, SEC, but use points in U. K., 
U.S.A., and similar abbreviations. Date style e.g. 19 February 1966. 


10. Use.double dashes (—) to indicate dashes in the text, single dashes (-) for hyphens. 


11. Use ‘z’ for such words as capitalize; ‘s’ for the smaller number of words such as advise, 
analyse, comprise, enterprise (see Oxford English Dictionary). 


12. Use the simplest possible form for mathematical symbols. 


13. Keep tables to a minimum, but do not try to convey too much information, at ee cost of 
simplicity, in any one table. 


14. For book reviews use the following form for headnotes: 
A. JONES. Depreciation, Publisher & Co., London 1966, vii + 212 pp. 


_ ABAIFA Jan05 


DACUS 


A Joumal of Accounting, Finance 









“Ay Journal of Accounting, Finance 
“> and Business studies 


a 
Pm if @.% } CONTENTS et x 
su Di ! ea ww 
Editorial: eand ES and ‘Fair Value’-—Accounting . Ci ` 
and Legal Will-o’-the-Wisps OE i 
Accounting and the Construction of Taste: Standard 
Labour Costs and the Georgian Cabinet-Maker 117 
Ingrid Jeacle 


Professional Accounting Standards and the Public Sector— 
a Mismatch 138 
Allan Barton 


Accounting for the U.K.5 Private Finance Initiative: 
An Interview-Based Investigation 159 
Ron Hodges and Howard Mellett 


Govern(mentality) and Accounting: The Influence of 

Different Enlightenment Discourses in Two Spanish 

Cases {1761-1777} 18] 
Juan Baños SanchezMatamoros, Fernando Gutiérrez 

Hidalgo, Concha Alvarez-Dardet Espejo and 

Francisco Carrasco Fenech 


Notes of The University of Sydney Pacioli Society 211 
Stewart Jones °` 


Published for the Accounting Foundation 
à University of Sydney 
by 


Blackwell 
f Publishing 





A Journal of Accounting, Finance and Business Studies 
EDITOR 
G. W. Dean, University of Sydney 
CONSULTING EDITORS 


F. L. Clarke, University of Sydney 
M. C. Wells, University of Sydney 


EDITORIAL BOARD 


M. A. Aberethy, University of Melbourne D. Jukes, KPMG, Sydney . 
-M. Bradbury, UNITEC Institute of Technology P. Luckett, University of New South Wales 
P. Booth, University of Technology, Sydney S. McLeay, University of Wales, Bangor 
P, Brown, University of New South Wales C. Nobes, University of Reading 
A. Charitou, University of Cyprus R. R. Officer, University of Melbourne 
Chee Chow, San Diego State University R. Parker, University of Exeter 
A. T. Craswell, University of Queensland G. J. Previts, Case Western Reserve University 
J. R, Edwards, University of Cardiff A. R. Rahman, Nanyang Technological University 
D. M. Emanuel, University of Auckland M. Scorgie, La Trobe University 
J. Francis, University of Missouri A. W. Stark, University of Manchester 
M. Gaffikin, University of Wollongong D. Stokes, University of Technology, Sydney 
S. J. Gray, University of Sydney S. Taylor, University of New South Wales, Sydney 
P. Griffin, University of California, Davis K. Trotman, University of New South Wales 
G. H. Hartmann, University of Amsterdam A. Wagenhofer, University of Graz 
S. Henderson, University of Adelaide T. Walter, University of New South Wales 
D. Johnstone, University of Sydney G. P. Whittred, University of New South Wales 
S. Jones, University of Sydney P. W. Wolnizer, University of Sydney 


MANAGING EDITOR 
C. Harrison-Ford 


This journal is also published online at www.blackwell-synergy.com 


Aims and Scope: aBAcus has as its objective the publication of exploratory constructive and critical articles on 
all aspects of accounting and on those phases of the theory and administration of organizations and of 
economic behaviour generally which are related to accounting, finance and business studies. Articles submit- 
ted to Abacus are double-blind refereed by either members of the Editorial Board or ad hoc referees of 
international standing. 


Editorial Correspondence: Manuscripts should be sent to the Editor and will be considered for publication 
only if accompanied by a submission fee of U.S.$50.00. The submission fee is waived if the author or a co- 
author is a personal subscriber to the journal. 

Editorial correspondence should be addressed to The Editor, Abacus, ef — Discipline of Accounting and 
Business Law, University of Sydney, N.S.W. 2006 Australia. 


Disclaimer: The Publisher, Foundation and Editors cannot be held responsible for errors or any consequences 
arising from the use of information contained in this journal; the views and opinions expressed do not neces- 
sarily reflect those of the Publisher, Foundation and Editors, neither does the publication of advertisements 
constitute any endorsement by the Publisher, Foundation and Editors of the products advertised. 

© 2005 Accounting Foundation, University of Sydney. 


ISSN 0001-3072 (Print) 
ISSN 1467-6281 (Online) 


For submission instructions, subscription and all other information visit www.biackwelipublishing.com/abacus 


This journal is available online at Blackwell Synergy. Visit www.blackwell-synergy.com to search the articles 
and register for table of contents email alerts. 


ABA.JEBJan05 


ABACUS, Vol. 41, No. 2, 2005 


EDITORIAL 


“TRUE AND FAIR’ AND ‘FAIR VALUE’—ACCOUNTING AND 
LEGAL WILL-O’-THE-WISPS 


This issue of Abacus goes to press as the convergence to an international financial 
reporting standards (IFRS) regime begins. More than thirty years since the 
lengthy gestation of the International Accounting Standards (IAS) Committee,’ 
application and enforcement of international standards under the guidance of 
the International Accounting Standards Board (IASB) is nigh. Several countries 
within the EU and from as far afield as China, Australia, New Zealand, countries 
throughout South America and in South Africa, agreed to apply IFRSs from the 
first reporting date after 1 January 20052 Some countries have even disbanded 
their national standards setting bodies. Others, like Australia, retained their 
bodies to examine whether each international standard warranted modification 
because of local conditions (e.g., legal, commercial differences). Accordingly they 
have produced their own versions of the IFRS. Comparability and the concomi- 
tant desire to minimize global financing costs continue to be posited as the 
main drivers of change. Nonetheless some notable countries, like the U.S.A., 
have not agreed to adopt the IFRS formally. However, in September 2002 the 
US.A.’s accounting standards setter, the FASB, signed the Norwark Agreement, 
a memorandum of understanding with the LASB to work towards convergence of 
both sets of standards. 

Within this setting the suggestion by many commentators (including the IASB 
in its public documents) that the IFRS regime is principles- rather than rules- 
based is contestable. This matter has been discussed in several recent Abacus 
editorials and is further examined here. Whereas those promoting the principles 
rather than rules mantra have failed to specify what those principles are, the 
general tenor of their comments gives reason to imagine that such a distinction 
is underpinned by the qualitative criterion, ‘true and fair. view’ (or its equivalent) 
legal or professional override. Frequent recourse to ‘fair value’ in many IFRS 
adds further support to a principled approach to things commercial. It will be 
shown that both settings, however, illustrate the contestable nature of what is 


' A discussion of the LASC’s formation in 1973 with Henry Lord Benson at the helm is provided in 
Wyatt (1996). 


A recent Report of an Australian governmental inquiry, Inquiry Into Australian Accounting Stand- 
ards (JCCFS, 2005) provides a summary of the contentious issues associated with replacing national 
accounting standards setting by an international regime. As well as local difference issues, matters 
of whether that reporting regime should apply equally for all entities, listed and non-listed, and to 
private and public sectors were explored in the submissions and the Report. 
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meant by those preferring principles. Those settings represent potential diffi- 
culties in achieving convergence to an effective IFRS regime.’ 

Understanding what is meant by ‘fair’ is critical in any unravelling of the 
accounting and legal phrase ‘true and fair view’ to describe an entity’s state of 
affairs, and ‘fair value’ measurement of an entity’s assets and liabilities. Whereas 
those phrases are ubiquitous in commercial and accounting settings, the meanings 
attributed to them and the reliance placed on them differ greatly worldwide— 
will-o’-the wisps to standard setters adopting a consensus approach to standard 
setting. 


True and Fair | 

In Australia, as well as the U.K. and many other Anglo-Saxon countries, the ‘true 
and fair’ quality criterion has been a fundamental principle—the cornerstone—of 
their corporate reporting regimes. Australia’s 2005 Report of the Joint Committee 
on Corporations and Financial Services (JCCFS), Inquiry Into Accounting Standards 
Tabled in Compliance with the Corporations Act, 2001 on 30 August 2004 and 16 
November 2004, examined the meaning‘ and current applicability of the phrase in 
Australia within an IFRS regime. A previous Australian parliamentary inquiry 
produced Report 391, Review of Independent Auditing by Registered Company 
Auditors (TPCAA, 2002). It had dealt in more depth with the phrase’s history. 
Acknowledging that there was confusion over whether the phrase was effectively 
an override quality criterion, it concluded by construing that there were two con- 
tiguous separate tests to be satisfied by directors. In the first instance they are to 
comply with the relevant accounting standards (now presumably the IFRS), but 
there also has to be an assurance that such compliance produces financial statements 
that depict a true and fair view of an entity’s financial position and financial per- 
formance. The 2005 JCCFS report was less sanguine about the phrase being an 


3 Editorials, June and October 2004, the special Abacus ‘Forum: The Conceptual Framework’ 
(October 2003), commentaries by Chambers (1964, 1966, 1973, 1995) and (say) Schipper (2003), 
AAAFASC (2003), SEC (2003) discussed fairness or equity and its relation to accounting in the 
context of accounting being principles—rather than rules—based; while, inter alia, AARF (1998), 
Chambers (1976), Clarke (1998), FASB (2004) and the submission to that ED by Macve examine it 
in relation to the concept of fair value. Those pieces are all available on the FASB website: 
www.fasb.org. Betts and Wines (2004) discuss Australian legal decisions related to ‘fair value’. 


* Evans (2003) provides a history of the phrase with a U.K. focus. Earlier, Chambers (1973) and and 
Chambers and Wolnizer (1990, 1991) analysed the phrase, seeking to draw a distinction between its 
literal and technical meanings within broader Anglo-Saxon accounting and commercial settings, 
Nobes (2000) notes that while the U.K. has a true and fair vair view override in theory, in practice 
it is not employed. He notes also that the U.S. does not have an override criterion. Finally, in a 
forthcoming article he concludes that the complexity of the existing U.S. rules-based system could 
be reduced were a ‘more appropriate’ principle or principles relied upon. Which of course begs the 
question: How will ‘more appropriate’ principle(s) be determined? This is something that Alexander 
(1999) sought to unravel—as have many more before him, some of them cited in this footnote. 


5 That committee was formed to consider what difficulties would be likely were Australia to adopt 
the IFRSs, given that there had been changes to the Corporations Law (CLERP 9) just legislated. 
Included in that legislation was confirmation that audited accounting data should satisfy the 
Corporation Law’s true and fair requirements. l 
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override. Consider the following extract (pp. 17-20), under the heading: ‘Are the 
Proposed Standards Genuinely Principles-Based?’: 


3.28 At a number of points in this report, the Committee has referred to the proposed 
standards as being ‘principles-based’. The committee received a submission from 

- Professor Graeme Dean and Professor Frank Clarke, which argued that, in fact the 
proposed standards simply amount to a set of rules, which may not support the underlying 
principle that an accounting system should give a true and fair picture of a reporting 
entity’s financial performance and financial position: | 


No general principle or principles have been specified, no explanation of how the data 
to emerge from the [standards] will contribute to a true and fair view of an entity’s 
financial position and performance has been made. Indeed no explanation of the 
dimensions of what a true ana fair view entails has been forthcoming. For a successful 
transition [to an IFRSs regime] such a specification is a prius. [Submission 7, Professors 
Dean and Clarke, p. 4] 


3.29 The professors argued for a ‘true and fair view over-ride’ to be superimposed on the 
standards, so that above all else, accounting reports must present a true and fair view of 
an entity’s financial position and performance. 


3.30 The Committee noted standard AASB 101, Framework for the Preparation and 
Presentation of Financial Statements, which acknowledges that there is no ‘true and fair 
view over-ride’ but which argues that the adoption of accounting standards will result in 
the production of true and fair reports: 


Financial reports are frequently described as showing a true and fair view of, or 
as presenting fairly, the financial position, financial performance and cash flows of 
an entity. Although this Framework does not deal directly with such concepts, the 
application of principal qualitative characteristics and of appropriate accounting 
standards normally results in financial reports that convey what is generally understood 
as a true and fair view of, or as presenting fairly, such information. 


3.31 The international equivalent of AASB 101, known as ISB 1, does however, contain 
a ‘true and fair view’ override in the following terms: 


In the extremely rare circumstances in which management concludes that compliance 
with a requirement in a Standard or an Interpretation would be so misleading that it would 
conflict with the objective of financial statements set out in the Framework, the entity 
shall depart from that requirement in the manner set out in paragraph 18 if the relevant 
regulatory framework requires, or otherwise does not prohibit, such a departure. 


3.32 The AASB explained this departure from the international standard as follows: 


Our local legislation at the present time has what you might call twin requirements, but 
I would say they do not relate to an override. The twin requirements, as one of the 
other speakers indicated, are zo both comply with the accounting standards and give a 
true and fair view. The Corporations Law says you must comply with the accounting 
standards as the first initial requirement. If the directors believe that complying with 
the standards does not produce a true and fair view, then the directors must give as 
much additional information as is required in order that a true and fair view is also 
given. So there is an acknowledgement in the law that these are not necessarily exactly 
the same thing, but it is not an override. 

I am afraid I cannot tell you exactly when [ed.: prior to 1991] but in previous 
Corporations Law in Australia we did have a true and fair view override. The law said 
something like, ‘You must comply with the accounting standards unless this does not 
give a true and fair view, at which time you do not have to comply with the standards’. 
The companies made improper use of that, blatantly saying, ‘We’re not going to 
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comply with the accounting standard because it does not give a true and fair view’. 
They really were not even giving good reasons; they were just saying: “That’s our view. 
There you are.’ The law was changed to prevent that from happening, and I would fear 
that, if consideration were given again to a true and fair view override, we would suffer 
the same problems again. 


3.33 The committee agrees that the presentation of a true and fair statement of a 
company’s financial position and performance should underpin any system of accounting 
standards, However, the committee considers that this should be accomplished in the 
manner proposed by the AASB—by the presentation of additional explanatory material 
as necessary, to provide a clear view where the accounting standards do not. In the first 
instance, entities must comply with the Standards. 


This vacillation in Australia’s and the [ASB’s contemplation of whether an 
override quality criterion exists contrasts with the position in the U.S. which, it 
has been claimed, does not operate with an override (see references in note 4). 
Different legal reporting regimes emerge to be one (of many) factors preventing 
the immediate achievement of financial reporting comparability across countries, 

Adding to this apparent confusion, the two Australian parliamentary enquiries 
referred to above contain opinions (or references thereto) by some legal profes- 
sionals which suggest that the claims in 3.32 and 3.33 are contestable and eventu- 
ally likely to require judicial interpretation. Some commentators have suggested 
that the discussion is of little practical import, for under the new IFRSs regime it 
is unlikely that any of the large accounting firms will allow their clients to utilize 
the override option (Nobes, 2002). But there is evidence that some public compa- 
nies are prepared to do so (see Moroney and Sidhu, 2001; Liebler, 2002; and Ser- 
vice, 2005). All of this begs the question, however, as to who is responsible for the 
preparation of an entity’s annual report? 

Debate over the concept of fair value is no more resolved. 


Fair Value 

Recent deliberations of the FASB as part if its Fair Value Measurement project 
indicate that the FASB is likely to issue a formal Accounting Standard some time 
in 2005. This has followed an FASB ED on the topic in June 2004, submissions 
received by September 2004 and FASB hearings held in October and November, 
followed by dedicated board discussions during December 2004—February 2005. 
The following is based on a submission on this topic by the current authors. Only 
summary matters contained therein will be reproduced.° Over ninety submissions 
were received by the FASB. 

What follows draws upon the writers’ submission, and another by Richard 
Macve, expressing concerns related to the likelihood of achieving convergence 
with any [ASB pronouncement in this area. Consider Clarke et als (FASB Sub- 
mission #78, 2004) summary observations: 


Š All aspects of the Fair Value Measurement Project may be viewed on the FASB website: 
www.fasb.org. The Clarke et al., and Macve submissions as well as all other submissions, the text of 
the Hearings and the Board Minutes are available from the site. Website was last viewed on 12 
February 2005. i 
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e The FASB guidance note as part of the FASB ED, Fair Value Measurement, is timely 
and provides further impetus for acceptance of accounting as an information system 
providing continuous market-based data for informed decision making, facilitating 
evaluations and comparisons by all interested parties. 

e It is crucial that any guidance to assist in measuring ‘fair value’ should mesh with an 
overall conceptual framework statement on measurement. This [proposed] Statement 
suffers from the FASB putting the ‘cart-before-the-horse’ by examining ‘fair value 
measurement issues’ prior to specifying in a more general measurement concepts 
statement, the function of accounting and specifying general measurement criteria. 
This lack of a detailed consideration of measurement generally is likely to create 
problems. 

° It would have been preferable for the ED to have indicated that such a guidance 
statement is consistent with allowing the use of professional judgement rather than 
imposing a fixed ‘rule’ approach. 

° In this respect, it would be useful to recognize that the overarching need of accounting 
is to produce audited data that present fairly the financial state of affairs and changes 
therein. The data first and foremost must be serviceable for that purpose. A need to 
specify a serviceability criterion is the most critical deficiency in this proposed 
statement. 

° The current ED suffers from its continued emphasis on consistency and comparability 
criteria, and adherence to trading-off the relevance and reliability criteria. The ED 
does recognize that to date there are no satisfactory trade-off rules. It is our view that 
instead of emphasizing these criteria an overarching serviceability criterion should 
have been proposed. 

° The notion of ‘fair value’ has a long history. It has drifted from non-financial reporting 
settings into financial reporting. This is not indicated in the current ED. Clarke (1998) 
showed that the notion was developed initially within settings other than financial 
reporting: essentially related to (i) insurance compensation, and (ii) monopoly Willy 
price determinations. 

° A major deficiency in this proposed Statement is the failure to differentiate ‘measures’ 
and ‘values’. Chambers (1998) had noted that their synonymous use in the past has 
resulted in the accounting literature producing confusion rather than elucidation. The 
warning appears to have gone unnoticed. 


Richard Macve in his submission adopts a different, albeit equally critical, 
perspective. An extract from his conclusion is followed :by an earlier summary 
paragraph outlining specifics: 


I agree that the Board needs to consider issues relating to relevance and reliability of fair 
value before deciding how far to extend fair value recognition to other assets and 
liabilities for which it is not currently required. However, even more important is first to 
resolve in collaboration with standard setters internationally, the more fundamental 
conceptual issues about measurement and valuation generally (para. C77). This requires 
a full consideration of ‘deprival value’ reasoning (e.g., AARF, 1998). Such consideration 
will necessarily involve issues of the unit of account. [R. Macve, FASB Submission #6, p. 6] 


Even though it [FASB] argues that ‘conceptually, fair value is a market-based measure- 
ment that is not affected by factors specific to a particular entity’ (para C2), this ED 
necessarily acknowledges that there may be different market prices available to different 
enterprises, and correspondingly different measures of fair value. It proposes to resolve this 
divergence by requiring that entities choose as their reference market the most advantage- 
ous market to which they have immediate access (para C45). This issue is discussed further 
below. However, the more fundamental issue of ‘entry’ versus ‘exit’ prices is left undiscussed 
and unresolved (and the definition of fair value is therefore itself necessarily left ambiguous) 
primarily because there is no discussion of the underlying conceptual framework of 
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valuation which has been fully explored elsewhere in the academic and professional liter- 
ature using the concept of ‘deprival value’ for assets (and the related concept of ‘relief 
value’ for liabilities) (e.g., Baxter, 1975, Chapter 12; AARF, 1998; ASB, 1999). It is not clear 
whether the Board has come to a view on these conceptual issues or whether they are still 
to be addressed in the conceptual phase of the project. At present the ED gives the 
impression that the Board is merely avoiding these issues—but until they are addressed 
and explained the implications of the definition of fair value and related requirements of 
this proposed standard are necessarily left incomplete and essentially unclear. (For 

further discussion see Horton and Macve, 2000.) [R. Macve, FASB Submission #6, p. 2] 

Brief discussion of those two events reveals the difficult path ahead for the 
IASB countering such will-o’-the wisp issues to achieve a convergence regime that 
produces financial reporting comparability across countries. 

This issue of Abacus contains contributions relating to several aspects 
addressed above. The lead article by Ingrid Jeacle demonstrates that accounting 
and an orderly commercial environment is integral. The necessity for a system of 
standard costs to be applied by cabinet-making journeymen in the late eighteenth 
and early nineteenth centuries is described—importantly in a non-industrial set- 
ting. This evidence about the standard costs contrasts with conventional wisdom 
that industrial manufacturing provided the setting for the development of standard 
costs. Hodges and Mellett investigate the extent to which accounting regulation is 
based on ‘principles’ or ‘rules’, noting Revsine’s view that ‘the observed phenom- 
enon of publishing accounting statements that represent an entity’s financial activ- 
ities is governed by a set of incorrigible rules. Rules [that] may sometimes be seen 
to be “arbitrary, complicated and misleading” (1991, p. 16)’. Allan Barton implicitly 
considers this also in‘a public sector setting, arguing that the current sector-neutral 
approach applied in many countries to public and private sector accounting is 
inappropriate. 

The final article, by SAnchez-Matamoros et al., adopts a Foucauldian approach to 
analyse the role of accounting in two organizations located in the south of Spain in 
the second half of the eighteenth century: the New Settlements of Sierra Morena and 
Andalucia and the Royal Tobacco Factory of Seville. This and the other works 
published in this issue highlight the eclectic nature of the issues and methods 
underpinning articles published in Abacus (see further, Editorial, February 2005). 

The diversity of relevant accounting settings, the accounting practices adopted 
and their economic and social implications are all examined in articles in this 
issue. They demonstrate how critical it is to continue to question whether interna- 
tional accounting standards setting should be principles- or rules-based. 


Graeme Dean and Frank Clarke 
The University of Sydney 
February 2005 
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INGRID JEACLE 


Accounting and the Construction of Taste: 
Standard Labour Costs and the Georgian 
Cabinet-Maker 


The article examines the role of accounting in the dissemination of a 
classical taste in British furniture during the Georgian era. This is a 
celebrated period in furniture design, to which the fame of some of its 
key participants, such as Thomas Chippendale, still bears testimony. 
It is also a period in which the notion of interior decoration comes to 
prominence. Furniture and room arrangement began to mirror the taste 
in classical antiquity already evident in the architectural landscape. The 
dissemination of taste to the mass populace took the form of pattern 
books comprising easily replicated designs of household furniture. 
Regional versions of these books also contained detailed standard 
labour costs for every furniture design. In pre-empting conflict over 
piece-work pay these standards regulated the cabinet-making trade and, 
the article shows, encouraged a stability in labour relations conducive to 
the spread of a national taste in classicism. 


Key words: Accounting; Cabinet-maker; Georgian; Standard costs. 


The objective of this article is to highlight the role of accounting in the dissemina- 
tion of a classical taste in British furniture design during the Georgian era. The 
Georgian reign, dating from 1714 to 1830 (incorporating the reigns of George I to 
George IV), is a renowned period in British history. A national taste in classical 
antiquity came to characterise the era (Cruickshank and Burton, 1990; Parissien, 
1995) and was manifested in programs of public and private building. Sponsored 
by the wealthy and politically elite Whigs, young architects returned home from 
the Grand Tour of ancient Greek and Roman sites to oversee the construction of 
classically inspired mansions (Curl, 1993). The style soon gained widespread popu- 
larity among a broader spectrum of society with the publication of a plethora of 
cheaply priced building pattern books providing simple instructions for its mass 
replication (Ayres, 1998). 

The focus here, however, is the interior rather than the exterior of the Georgian 
home. Taste in classicism gradually permeated to the level of interior decoration, 
with furniture design and room arrangement becoming a cohesive mirror of exte- 
rior principles. The Regency, encompassing the later years of the eighteenth 
century and the first decades of the nineteenth, is a particularly celebrated period 


InGrip JEACLE (Ingrid Jeacle@ed.ac.uk) is a Senior Lecturer at the Management School, University of 
Edinburgh. 
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in Georgian furniture design. This article explores the role of accounting techniques 
in the spread of this classically inspired taste in furniture. It examines the numer- 
ous editions of city-based price books containing easily replicated furniture pat- 
terns for the masses together with detailed ‘standard’ labour costs associated with 
their construction. The role of such costing norms in regulating the relationship 
between employee and master within the cabinet-making trade is examined. The 
article suggests their supporting stance in sustaining the stability essential to the 
widespread dissemination of the classical taste. 

The development of standard labour costs and their use for control purposes 
has been debated by accounting historians for some years. As Fleischman et al. 
(1995, p. 162) have aptly observed: ‘A pressing task for historians is to establish 
when, where, how and why “labour standards” were first articulated on the 
grounds that such forms of human accounting, by constructing norms of manage- 
rial performance, form the basis for management control’. 

The time and place of their first employment has emerged as a significant point 
of contention between rival theoretical factions within the field (Fleischman and 
Tyson, 1998). A seminal work which perhaps best captures the underlying essence 
of the debate is the Miller et al. (1991) pronouncement of a ‘new’ accounting 
history. This work recognized a gap between two distinct groupings of accounting 
historians on the basis of several differing dimensions underpinning their work. 
Their arguments have been comprehensively discussed and cited since then and 
require little further elaboration here. Essentially, the ‘traditional’ accounting 
historian is characterized as the antiquarian accumulator of atheoretical narratives 
who subscribes to a view of accounting change consistent with economic rational- 
ity. From this perspective, the evolution of standard costs for labour control 
purposes is a rational result of market conditions (Tyson, 1993). Alternatively, the 
‘new’ accounting scholar is depicted as viewing accounting in an interdisciplinary 
light, being shaped by diverse and complex issues rather than the end result of 
some natural evolution. The new historians category itself is not without its own 
rival factions, encompassing theoretical perspectives from both a Foucauldian and 
a Marxist/labour process standpoint. Hoskin and Macve (1988) and Miller and 
O’Leary (1987) are prominent examples of the former, invoking the theories of 
French philosopher Michel Foucault to argue the role of standard labour costs in 
the construction of the calculable individual. Meanwhile, the labour process 
stance points to the exploitative role of such standards on the Jabour force under 
industrial capitalism (Hopper and Armstrong, 1991). Taken together, these three 
streams of scholarly inquiry—the traditionalists, Foucauldians, and Marxists, each 
with their own firmly held beliefs as to the rationales behind the first employment 
of accounting for labour control purposes—-have contributed to a rich debate 
within accounting literature. 

By investigating the construction and employment of labour costing norms in 
the. British cabinet-making trade at the end of the eighteenth century, this article 
informs recent debate. However, perhaps a more fruitful consideration is the 
often obscure, but not insignificant, role of accounting in some of the wider 
themes and movements which dominate an era (in this case the promulgation of 
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a classical taste in interior décor) and also to appreciate accounting’s influence 
in the seemingly banal aspects of everyday life. Walker and Llewellyn’s (2000) 
pioneering work in the area of domestic accounting revealed the rich insights to 
be gained from an examination of accounting in such everyday settings, as have 
the more recent investigations into house construction by Jeacle (2003). 


GEORGIAN FURNITURE ` 


The most appropriate starting point for any review of a history of Georgian furni- 
ture is the work of famed cabinet-maker Thomas Chippendale. Chippendale’s 
celebrated pattern book, The Gentleman and Cabinet-Maker'’s Director (1754), 
consisting of numerous designs and instructions for the manufacture of every 
possible type of household furniture, was the first publication of its kind (Nickerson, 
1973). As Wills (1974, p. 113) notes, ‘Such a complete pattern-book was a new 
departure; nothing comparable had ever been available for English furniture 
makers’. The list of over 300 subscribers to the book is comprised of both mem- 
bers of the aristocracy and fellow craftsmen (Wills, 1979, p. 24), revealing a dual 
purpose of the work. As a trade catalogue it was an effective advertisement of 
Chippendale’s wares to the public, and as a pattern book it constituted an import- 
ant reference book and ‘lawgiver’ (Bell, 1990, Preface) to the local cabinet- 
maker. In Chippendale’s own words, the Director was ‘calculated to assist the one 
in the choice, and the other in the execution of designs’ (1762, Preface). The 
popularity of Chippendale’s work inevitably lead to similar publications by his fellow 
_ cabinet-makers. For example, the title page of a comparable publication by Ince 
and Mayhew (1762), eight years after first publication of Chippendale’s Director, 
declares its benefits to gentleman and workman alike: 


Consisting of above 300 designs in the most elegant taste, both useful and ornamental, 
finely engraved, in which the nature of ornament and perspective is accurately 
exemplified. The whole made convenient to the nobility and gentry, in their choice, and 
comprehensive to the workman, by directions for executing the several designs. 


Manwaring’s work, three years later, adopts a more practical focus in appealing 
exclusively to his fellow cabinet-maker: 


The intent therefore of the following pages, are to convey to him full and plain 
instructions, how he is to begin and finish with strength and beauty, all designs that are 
advanced in this work, by which circumstances the author thinks himself sufficiently 
justified for entitling it, The Cabinet and Chair-Makers’ Real Friend and Companion. 
(Manwaring, 1765, Preface) 


However, despite the pioneering work of Chippendale and his immediate followers 
in producing the earliest comprehensive pattern books, British furniture design 
remained remarkably at odds with the contemporary developments occurring in 
architectural house design (Musgrave, 1966). The new neo-classical architectural 
style (commonly referred to as Georgian in contemporary parlance) which was 
sweeping across the country sought to replicate the principles of proportion and 
symmetry intrinsic to the ancient sites of Greece and Rome. It is interesting to 
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note that the notion of ‘divine proportion’ which underlay this style was similarly 
advocated by the Renaissance scholar Luca Pacioli, and is evident in the balance 
inherent in his double-entry bookkeeping treatise (Macve, 1996). It was becoming 
increasingly obvious, however, that there was a marked mismatch between the 
exterior façade of the classically inspired Palladian mansions gaining popularity 
from the mid-eighteenth century and the French rococo interior décor of Chip- 
pendale’s third edition of the Director in 1762 (p. 34).' All this was to change, 
however, with the views of architect Robert Adam. Generally regarded as the ‘leading 
exponent’ of the neo-classical style (Gilbert, 1972, p. 23), Adam was an ardent 
advocate for the unity of interior and exterior decoration (Jourdain and Rose, 
1953). Consequently, for the great houses he designed, he collaborated with cabinet- 
makers such as Chippendale, who had quickly converted to the new style, to 
create that harmony of symmetry and proportion both inside and out (Musgrave, 
1966). Although Adam’s work was limited to the commissions of a privileged 
elite, such was his influence on furniture design that his classically inspired style 
soon trickled down to the lower and middle classes. A key figure in this dissemi- 
nation process was the furniture pattern book author George Hepplewhite 
(Ward-Jackson, 1984). With the publication of his Cabinet-Maker and Upholsterer’s 
Guide in 1788, Hepplewhite ensured that the Adam style was to successfully ‘pass 
from the aristocratic into the democratic sphere’ (Musgrave, 1966, p. 104). 

If Hepplewhite was the populist furniture designer of the 1780s, Thomas Sheraton 
dominated the following decade (Honour, 1969).* The first edition of his Cabinet- 
Maker and Upholsterer’s Drawing Book, which appeared in 1793, contained a list 
of over 700 subscribers all of whom were working craftsmen (Collard, 1985, p. 69). 
Given the scaled furniture plates and clear crafting instructions which it contained, 
it is not surprising that this publication was popular with the local cabinet-maker. 
Sheraton’s work is notable in that it constitutes one of the earliest publications of 
furniture design in what is generally known as the Regency style (Jourdain, 1965). 
The official period of the Regency covers the nine years from 1811 till 1820 during 
which the Prince of Wales ruled as Prince Regent in the place of his father King 
George III (Musgrave, 1970, p. 28). However, the period can be extended to 
incorporate the years from 1790 to 1840, ‘which epitomise the Regency in all its 
eclectic aspects’ (Collard, 1985, p. 11). It was during this era that interest in classical 
antiquity, especially ancient Greece, achieved. its most pronounced influence on 
British furniture design (Wills, 1979). The Prince Regent’s architect Henry 
Holland, responsible for the remodelling of the Regent’s official residence at 
Carlton House, was a chief arbiter of the Greek Revival (Jourdain, 1965). Sheraton’s 
pattern book even included six plates of Holland’s room designs for Carlton 
House (Gilbert, 1972, p. 31). This indicates a significant aspect of the Regency 
era: There was a growing attention not only to furniture design but also to the 


' Andrea Palladio was an Italian renaissance architect (Downes, 1979). 


2 It is worth noting that unlike Chippendale, both Sheraton and Hepplewhite were not working 
cabinet-makers but rather exclusively engaged in furniture design (Collard, 1985). 
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complete arrangement of a room, in other words a new appreciation of the 
importance of interior decoration (Fowler and Cornforth, 1974). 

An early and prominent example of this trend 1s found in Thomas Hope’s 
Household Furniture and Interior Decoration of 1807. The title of the work alone 
highlights the considered weight now vested in a comprehensive approach to the 
construction of taste. The book illustrated the furniture and interior of Hope’s 
London home, richly appointed with classically inspired ornamentation drawn 
from his Grand Tour of ancient sites (Watkin, 1971). It was therefore not a readily 
usable pattern book for the average working cabinet-maker. However, just as 
Hepplewhite had popularized Adam’s neo-classical style, another pattern book 
author, George Smith, was to translate Hope’s designs into the vernacular (Hershey, 
1970). Smith’s A Collection of Designs for Household Furniture and Interior Decora- 
tion, published only a year after Hope’s work, and sharing a similar title, ‘offered 
to a wider public rather more domestic versions of the archeologically correct 
forms of furniture designed by the scholarly connoisseur Thomas Hope’ (Agius, 
1984, p. 18). While his book has been criticized as a poor imitation of Hope’s 
seminal work, it appears that Smith’s aim was not the achievement of scholarly 
acclaim but, rather, commercial success with the common cabinet-maker 
(Jourdain, 1965). As the preface to his book declares: 


The superb style in which household furniture, particularly the upholstery part, is now 
executed, and the classic elegance which guides the forms of cabinet-work, render a 
publication of designs on so important and costly a part of modern embellishment 
absolutely necessary, that the beauty and elegance displayed in the fittings-up of modern 
houses may not be confined to the stately mansions of our nobility in the metropolis, but 
be published for the use of the country at large. (Smith, 1808) 


In this objective Smith’s influence was profound and his designs dominated the 
early decades of the nineteenth century (Gilbert, 1972). Indeed, it was not until 
the 1820s that we witness the publication of further furniture pattern books such 
as the Nicholson brothers’ 1826 Practical Cabinet-Maker, Upholsterer and Com- 
plete Decorator (1826-7)? In the intervening years, a monthly magazine entitled 
The Repository of Arts, Literature, Commerce, Manufacturers, Fashion and Politics 
became an important source book of the latest fashions for the local cabinet- 
maker (Jones, 1984). Published by Ackermann of London over the period 1809 to 
1828 (Ford, 1983, p. 77), the magazine encompassed a ‘Fashionable Furniture’ 
feature in addition to pronouncements on an eclectic mix of issues ranging from 
the latest costume styles to weather reports (Agius, 1984). A French interior 
design manual by Percier and Fontaine (1812), Recueil de Décorations Intérieures, 
which promoted the Empire style (known as the Regency style in Britain) was 
also influential during this period (Jones, 1984). 

It is important to note that not only were the above furniture manuals instruc- 
tive in the mechanics of proportion and design, they were also invested with an 
overriding sense of propriety in the dispensation of ‘good taste’. References to 


3 Note again the use of the term ‘decorator’ in the title. 
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‘taste’ and ‘elegance’ pervade the manuals across the decades. For example, the 
title page of Chippendale’s famous 1754 Director makes reference to its ‘large col- 
lection of the most elegant and useful designs of household furniture’. The Society 
of Upholsterers and Cabinet-Makers entitle their 1760 work, Household Furniture 
in Genteel Taste, while Ince and Mayhew claim that their publication ‘The Universal 
System of Household furniture (1762) comprises ‘above 300 designs in the most 
elegant taste’ (title page). The third edition of Hepplewhite’s The Cabinet-Maker 
and Upholsterer’s Guide (1794) carries the subtitle of ‘repository of designs for 
every article of household furniture in the newest and most approved taste’. The 
preface to the work ccntinues the theme by declaring: 


after having fixed upon such articles as were necessary to a complete suit of furniture, our 
judgement was called forth in selecting such patterns as were most likely to be of general 
use ... and in exhibiting such fashions as were necessary to answer the end proposed, and 
convey a just idea of English taste in furniture for houses. 


Finally, Smith asserts that his Collection of Designs for Household Furniture and 
Interior Decoration (1808) are ‘in the most approved and elegant taste’ (title 
page) while congratulating his fellow countrymen ‘on the propitious change which 
has taken place in our national taste of furniture’ (Preface). 

The furniture design manuals therefore moved from beyond the mere provision 
of easily replicated patterns to become arbiters of fashionable taste. In particular, 
beginning with Sheraton and throughout the rest of the Regency era, there is a 
new attention to all aspects of room arrangement and a more sustained approach 
to the notion of interior decoration (Jones, 1984). 

In summary, the eighty years from the early work of Chippendale to the end of 
the Regency constituted a remarkable period in British furniture design. They 
embrace a startling transformation in craftsmanship from heavy baroque to 
delicately proportioned themes from antiquity. Recording this transition are the 
furniture pattern books, the regular supply of which has been acknowledged as a 
key component in the promulgation of the classical taste (Hershey, 1970; Ward- 
Jackson, 1984). This was the most prolific period in the publication of such design 
manuals (Bell, 1910). Although the prefaces to some books promote their use to 
both gentleman client and workman, the majority of pattern books were pur- 
chased by working cabinet-makers to keep pace with the rapidly changing 
fashions (Gilbert, 1972). These local craftsmen would then adapt the latest London 
style, with some mod:-fications, to suit the requirements of their own clientele 
(Ward-Jackson, 1984). However, the local craftsman also had access to another 
important reference source of furniture designs in the newest fad. Unlike the 
celebrated names of Chippendale, Hepplewhite and Sheraton, the designers of these 
furniture manuals were generally unknown, the pattern book carrying the name 
of the city in which it originated. However, the influence of these more obscure 
actors is no less than their renowned contemporaries in the dissemination of taste. 
In the provision of detailed labour piece rates for every furniture design, these 
city-based pattern books proved an invaluable tool to the regional craftsman and 
hence had a far-reaching impact across the British Isles. 
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FURNITURE PATTERN BOOKS AND LABOUR PIECE RATES 


One of the earliest and most significant of the city pattern books was the Cabinet- 
Makers’ London Book of Prices, first published in 1788. The book consisted of 
furniture plates accompanied by a detailed listing of the labour costs associated 
with the construction of each item (Fastnedge, 1962, p. 2). The prices reflect the 
labour rates charged by the journeyman cabinet-maker (employee) to the master 
cabinet-maker (employer). For example, the labour cost (to the master cabinet- 
maker) of constructing the wing clothes press, illustrated in Figure 1, is detailed in 
the corresponding costing schedule, Figure 2. Note how the basic cost of the press 
(£5 16s.) is supplemented by a comprehensive listing of the additional labour costs 
for a range of ‘extras’. 

These ‘extras’, detailing the costs associated with modifications such as extra 
drawers, veneering and polishing, no doubt provided the craftsman not only with 
a definitive price for the labour work, but also the possibility to readily cost an 
array of variations on a theme. As asserted in the title page to the 1793 edition, 
illustrated in Figure 3, ‘the price of executing any piece of work may be easily 
found’, 

The purpose of the book was to act as a price guide in order to prevent disputes 
over piece-work pay between journeyman and master cabinet-maker (Clouston, 
1906). Unlike the pattern books of Chippendale, Hepplewhite and Sheraton, 
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FIGURE 2 


[ 36 ) 


A WING CLOTHES PRESS, 
as in Plate 4, 


Sıx feet eight inches long, fix feet nine inches high tothe £. +. a. 
top of the cornice, two flat-pannel’d doors to the upper 
carcafe of middle part, pannels plow’d in, fix clothes 
fhelves infide ditto, two long and two fhort drawers in 
the lower part, cock beaded, the wing doors to open from 
top to bottom, with two pannels in each, plow'd in, four 
faft fhelves infide one wing, turn’d pegs in the other, loofe 
corntce, fram'd backs to the top and bottom of middle 


part, faft plinth -----------+-+---+---+-+-- 5 16 O 
EXTRAS. 
Each inch, more or Iefs, in length - --------- + ° 1 3 
Ditto in height -----+----+-++-++-+-++--- a a 6 
Gluomg up the ends of middle part, drawer fronts, or pan- 
nels, at per joint -------++--+++--+-+--- ° O I 
Cuttmg dow ftuff for ditto, each cut ~ = - - - - - < < < - o o of 
Glueing up the ends of wings, at per joint ~ - - - - “+ 9 o 3 
Cutting down {tuff for ditto, each cut - - - - - - < -- o o I 
Putting in the pannels with a bead behind, each pair - - - o 1 o 
Vencering each long drawer front -~ - - -= - - < < = = o a 9 
Ditto each fhort 6.2.5.6. seana amuan s < < = < o o 6 
Each butt joint in the veneeer - < < 2 - < < - = < + <= = o 0 4 
Veneering door frames of middle part long-way - - - - - ° 2 3 
Ditto csofs-way, extra - =- ~ -ac 8 - = < - - < = ee o r 6 
Veneering door frames of wings long-way - - - - - - - o 4 0 
Ditto crofs-way - - -=s 2 2-2 S. S s s s.s - < < =< = o 6 6 
Veneering each long pannel -------------- o rt o 
Ditto ech: horm: s 5° ss z Side w shuwa a hs o o 9 
Each joint in the veneer ~ - - 2 a 2. 2 - e+e - - - - - - o o 6 
Veneer- 


therefore, the London price book made no claims to relevance for the gentleman 
client. It was specifically compiled by the working journeymen of London and 
Westminster for their own benefit and that of their masters (Fastnedge, 1962, p. 1). 
The preface to the first edition of the price book in 1788 clearly outlines its regu- 
latory role: 


To you [master cabinet-makers], who are materially concerned in the business for which 
the following work is intended as a regulation, little need be said in its support. The 
necessity of such a measure you cannot be ignorant of; and the recent improvements in 
the trade are sufficient to convince every reasonable man, that, without a book of 
regulations, both Masters and Journeymen must labour under very great disadvantages; 
and it is very probable the greatest inconvenience is on our [journeymen] side:- we 
therefore presume it is but justice to ourselves to endeavour to remedy the evil; and, 
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should the plan we have suggested meet your approbation, we conceive there is little 
doubt that it will be productive of the desired salutary effects. The Journeymen of 
London and Westminster... hope it will be investigated with that candour which its 
importance to the trade requires; for, such has been the disadvantage we have evidently 
laboured under many years, that one man shall get double the money per week that 
another gets, though of equal or superior abilities, from the mere circumstance of his 
work being better paid for, and, which is frequently the case, requiring less merit in the 
execution. To remove this inconvenience, and to regulate the whole, as far as our 
judgement could lead us, our attention has been directed; and although some prices are 
advanced, and others considerably reduced, yet upon the whole we hope the calculations 
will be found reasonable ... We only wish to obtain a comfortable subsistence, so justly 
due to every ingenious mechanic, but which, we are sorry to add, is not to be obtained 
by many in this kingdom... Whoever insinuates that we mean to attempt to enforce 
upon you the prices as regulated in this work, and that our meetings (which we trust are 
legal) have been to concert measures hostile to your interest, are enemies to us both. 
(emphasis added) 


The publication of this price guide was the end result of a period of discontent 
over piece-work payment to London journeymen cabinet-makers. To understand 
fully the nature of this conflict it is useful to provide a historical context to the 
furniture-making trade of the eighteenth century. Since the Middle Ages the craft 
of cabinet-making, similar to many other craft industries, was dominated by the 
guild system (Farr, 2000). This system employed a structured hierarchical order 
composed of masters, journeymen and apprentices (Unwin, 1963). Following his 
apprenticeship period the journeyman was free to travel from workshop to work- 
shop and town to town before he eventually acquired the skill and resources to 
earn the status of master cabinet-maker (Crossick, 1997). The guilds tightly con- 
trolled access to the trades through the apprenticeship system. Masters were 
restricted to employing only one or two apprentices and an apprenticeship period 
of seven years was enshrined in statute by the 1563 Act of 5 Elizabeth (Prothero, 
1979, p. 31) which came to be commonly known as Queen Betty’s law (Leeson, 
1979, p. 59). The restriction in the labour supply attempted to reduce the masters’ 
exposure to competition from cheaper unskilled labour sources and also to pro- 
tect the public from poor quality craftsmanship (Schwarz, 1992). Farr (2000, p. 22) 
observes that “The governing idea of monopoly was therefore moral as much as it 
was economic, for this privilege was intended to secure public order and harmony 
by precluding excessive price fluctuation and inordinate enrichment or impoverish- 
ment within the guild community’. 

The guilds even enforced these practices with regular searches of workshops to 
ensure that quality standards were upheld and that only properly apprenticed 
workers were employed (Berlin, 1997). However, with an increasing recognition 
of property rights and hence the illegitimacy of such searches, a desire by larger 
masters to expand their workforce to meet demand, and a rising workforce over 
which control was increasingly difficult, the potency of the guilds gradually 
declined (Berlin, 1997; Schwarz, 1992). By the early eighteenth century they had 
come to act in effect as employer associations (Crossick, 1997) and by the middle 
of that century the labour supply restrictions of Queen Betty’s law had ebbed 
away in the face of the free trade faction (Leeson, 1979). 
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1793. 


Meanwhile, the journeymen and some of the smaller masters formed friendly 
societies and box clubs to support members through sickness and unemployment 
and it was these bodies that were invested with upholding the traditional values of 
the trade (Prothero, 1979). As Farr (1997, p. 61) observes, ‘these brotherhoods 
became the crucible of identity construction for journeymen’. They held their 
meetings in pubs and taverns, each trade having its own designated ‘house of call’ 
(Dobson, 1980, p. 25). They initiated an innovative solution to unemployment, 
known as the tramping system, whereby members: would receive the necessary 
funds, bed and board to travel from one town to the next in pursuit of work (Leeson, 
1979). In these journeymen associations are found the roots of the contemporary 
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trade unions: ‘artisans were the backbone of the first workers’ movements every- 
where”? (Prothero, 1979, p. 3). 

Strikes of journeymen workers generally became commonplace throughout the 
eighteenth century, especially in London (Dobson, 1980). The journeymen weavers 
and tailors formed particularly powerful associations and the reported labour 
disputes for these two bodies were sixty-four and twenty-seven, respectively, over 
the period 1717-1800. The total for the journeymen cabinet-makers by compari- 
son was only eight (Dobson, 1980, p. 24). The issue of wages was the single most 
` important factor in these work stoppages, especially during the period of rising 
price inflation in the late eighteenth century (Prothero, 1979). The desire to estab- 
lish some form of regulatory labour price guide was not unique to the journeymen 
cabinet-makers., ‘At the heart of these protests,’ notes Malcolmson (1984, p. 150), 
‘was the almost universal desire for wages (and other conditions of employment) 
to be regulated in the interests of preserving certain minimum standards of 
subsistence ... This commitment to maintaining standards was central to indus- 
trial relations of the period.’ 

Often journeymen applied to local magistrates to mediate in disputes; since 
Elizabethan times magistrates had the power to intervene in the settlement of a 
fair wage (Schwarz, 1992). At the same time, however, larger scale masters and 
merchants petitioned parliament to prohibit any gatherings of journeymen for the 
purposes of strike action (Malcolmson, 1984). It appears from press reports that 
such attempts had been made by the journeymen cabinet-makers of London. For 
example, a notice in the Gentleman’s Magazine of November 1761 (Vol. XXXI, 
p. 532) recounts: ‘An order of council was issued, to suppress the unlawful 
combination of the journeymen cabinet makers, and to enjoin all magistrates to 
prosecute the masters of public houses, where such journeymen shall resort’ 
(reproduced in Wills, 1979, p. 132). | 

Perhaps not surprisingly, 1761 was also the year in which one of the journeymen 
cabinet-makers’ strikes took place (Dobson, 1980, p. 159). A further strike fol- 
lowed in 1785 (p. 164), three years prior to the publication of the Cabinet-Makers’ 
London Book of Prices by the journeymen of London and Westminster. It is 
interesting to note that the London addresses from which this regulatory guide to 
labour costs was available for sale were not booksellers but public houses (Wills, 
1979). The price book’s acceptance and value within the trade is evidenced by the 
numerous subsequent editions. The second edition appeared in 1793 and enjoyed 
a subscription listing of 1,000 copies, leading to the publication of a third edition 
in 1803 (The London Society of Cabinet-Makers, Preface to third edition). In 
total, seven editions of the price book were published, the last in 1866 (Musgrave, 
1966, p. 110). It is perhaps not surprising that the price book became a valuable 
addition to the London furniture trade. Not only did it encompass an exhaustive 
range of labour costings for every article of household furniture, it also included 
a number of tables delineating the price of a range of detailed carpentry skills. 
For example, Figure 4 illustrates a table for the costing of moulding work. This is 
only one of over twenty such tables appearing in the 1793 edition of the London 
price book. | 
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FIGURE 4 


THE PRICE OF WORKING MOULDINGS ON THE FRONT OF TRIPOD STANDARDS 
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Such was the popularity of the price book phenomenon that it extended beyond 
the capital. Furniture craftsmen across Britain soon established their own local 
versions of the London book, with cabinet-making labour price guides appearing 
in Leeds, Norwich, Glasgow and Belfast (Collard, 1985; Jones, 2000). The Edin- 
burgh Cabinet and Chair Makers’ Book of Prices, first published in 1805, is note- 
worthy in that, unlike its London counterpart, the labour costs it presents were 
mutually agreed upon by both journeymen and master (Jones, 2000). This may be 
a reflection of a somewhat altered environment following the Combinations Acts 
of 1799 and 1800 which prohibited combinations of journeymen for the purposes of 
strike action. However, the law did not restrict combinations for the purposes 
of negotiating improved wage rates and ultimately these Acts were repealed in 
1824 in the ‘name of the new doctrine of laissez-faire’ (Dobson, 1980, p. 122). The 
costing content of the Edinburgh price book broadly followed that of the London 
guide, albeit adapted for local labour rates. It also had in common with its 
London predecessor the objective of regulating labour costs within the trade. This 
is articulated in the preface to its first edition: 


Many inconveniencies have arisen from the want of an approved standard, by which to 


regulate the prices of piece work in the cabinet business in Edinburgh and neighbour- 
hood; and it being found that, owing to various local circumstances, none of the books on 
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that subject published in other places applied properly to this, made it highly expedient 
to bring forward the present publication ...it is hoped that it will be found to contain the 
general principles for ascertaining the value of work, so exemplified as to render it easy 
to make up the price of any piece of work by it. and the circumstance of Its being brought 
forward under the auspices of the master cabinet makers, as well as of the journeymen, 
will, it is presumed, render it a very useful and satisfactory publication to the trade in 
general. (emphasis added) 


The cabinet-making trade faced an altered landscape from around 1820 and this 
is most vividly depicted within the London trade. An expanding market for mass 
furniture was increasingly met by the cheap and poorly skilled labour force of 
the East End workshops rather than the establishments of the West End such as 
those operated by Chippendale and his fellow craftsmen. The influence of the 
regulatory labour price books is questionable within this context (Schwarz, 1992, 
p. 201). However, the period encompassing the late eighteenth and early nineteenth 
centuries still reigns supreme in establishing the quintessence of Georgian furni- 
ture and this is also the dominant era of influence of the labour price book. The 
following section examines how the publication of price books contributed to 
the creation of norms of labour cost behaviour and suggests the supporting role 
of these standards in sustaining the necessary conditions for the dissemination of 
a classical taste in furniture design. 


STANDARD LABOUR COSTS AND THE CONSTRUCTION OF TASTE 


In accounting terms, these price books provide illuminating insights into the role 
of the standard cost. Some clarification of what constitutes a standard cost is useful 
here. Traditionally, the documented domain of the standard cost is the twentieth- 
century factory (Edwards et al., 2002). Its construction is generally associated 
with Taylor’s scientific management movement in the U.S. and Miller and 
O’Leary (1987) have comprehensively documented this. It is therefore, in the 
grand history of accounting, regarded as a relatively recent phenomenon. It is 
questionable, even within the U.S., whether standard costing achieved any wide- 
spread practical application before the first two decades of the twentieth century 
(Fleischman, 2000). Firmly embedded within the mass production of widgets, the 
contemporary standard costing process facilitates operational control by highlight- 
ing variances from the norm. The genteel society of eighteenth-century Georgian 
life appears somewhat incongruous within such a setting. However, as Fleischman 
and Tyson (1998, p. 93) aptly query: ‘Does a truly functional standard costing 
system necessitate the use of time-and-motion studies, stopwatch in hand, with a 
scientific analysis of variances to achieve labour control and conformity?’ 

The homogeneity of taste in the classical style which characterizes the Georgian 
era encouraged a mass replication of household furniture in a standardized style. 
The furniture patterns within the price books acted in essence as standards of 
fashionable taste. Although not reaching the sophistication of Taylor’s time-and- 
motion studies, the detailed listing of labour piece rates accompanying the con- 
struction of every pattern can however be encompassed under a broad notion of 


129 


ABACUS 


what represents the basis of a ‘standard’ labour cost approach. Variety from this 
standard form was provided in a list of ‘extras’, detailing the costs established for 
such modifications as veneering and polishing. 

In the compilation and publication of these labour costs, their role as norms or 
standards of cost behaviour became entrenched. The labour cost associated with 
any component of cabinet-making had become a public commodity. Armed with 
such knowledge, local journeyman could demand a just wage, while the master 
cabinet-maker had the wherewithal to resist extravagant pay claims. The price 
books analysed labour cost behaviour and made it visible. The evidence here can 
therefore be used to support the Foucauldian perspective regarding the role of 
accounting practice in facilitating a panoptic gaze and subsequent control over 
operating activities. Indeed, the labour cost standards accumulated within the 
furniture price books permeated general practice at such a micro level, that they 
attached a visibility to the most detailed degree of craftsmanship. They bestowed 
the power of observation (Foucault, 1979, p. 170) on a range of cabinet-making 
tasks. Once internalized by both journeyman and master, the standards acted as a 
powerful disciplinary apparatus facilitating normalizing judgement (pp. 177-84). 
Deviations from the norm were now instantly identifiable: ‘the disciplinary ap- 
paratuses hierarchized the good and the bad subjects in relation to one another’ 
(p. 182). The mist of obscurity which had previously overhung piece-work negoti- 
ations lifted to reveal a clear and definitive set of labour cost standards. This 
process of making labour cost calculable simultaneously facilitated labour control. 
Accounting became enmeshed in a structure of surveillance which exhibited 
powerful disciplinary control over labour: ‘It is the fact of being constantly 
seen, of being able always to be seen, that maintains the disciplined individual in his 
subjection’ (p. 187). The furniture price books are simply a further example of 
how surveillance and its associated power achieved an ‘insidious extension’ (p. 176) 
throughout the eighteenth century generally. 

However, insights from the traditional historians’ perspective are also illumin- 
ating. Tyson’s (1995) study of labour piece rates in the U.S. clothing industry dur- 
ing the early decades of the twentieth century argues that such standards were 
developed as a direct result of market pressures. In the face of increasing compe- 
tition, workers and employers agreed to a set of standard labour rates in order to 
improve productivity and work conditions, and to stabilize the trade. There are 
obvious parallels here with the aim of the Georgian furniture price books. The 
stated objective of the cabinet-makers’ price books was the prevention of disputes 
between journeyman and master over piece-work pay. Whether the prices were 
mutually agreed upon (as in the Edinburgh price books) or reflected the demands 
of one party (as in the London price books), the aim of the publications was to 
regulate labour relations within the cabinet-making trade following the period of 
unrest noted in the previous section. It must be assumed that they were successful 
in this regard, given the sheer number of such city price guides in circulation at 
the time. 

Therefore, while these calculated norms of labour cost behaviour may have 
acted as a powerful disciplinary tool for both journeyman and master once 
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established, it is also reasonable to acknowledge that the initiation of the piece 
rates in the first instance may have been prompted by a not irrational desire to 
stabilize economic conditions within the trade. In taking this position, this article 
seeks to embrace persuasive elements of both Foucauldian and traditional 
accounting history. As Walker and Mitchell (1998, p. 60) observe: ‘human behavi- 
our in a business context is typically, complex, and this complexity can be more 
realistically mirrored in the multiple dimensions which different theories of cost 
accounting change can encapsulate’. 

Carnegie and Napier (1996, p. 2) have already proposed the case for such a 
‘mutual reliance’ between the two groupings while both Funnell (1996) and 
Fleischman (2000) have advocated the contribution that varying perspectives can 
provide. However, this all-embracing stance does not accommodate, here at least, 
the Marxist/labour process perspective. This view constructs the standard cost as 
an instrument of social control and an example of the exploitative potential of 
accounting practice on labour. Standard costs, as Hopper and Armstrong (1991, 
p. 420) argue, ‘are invulnerable to the influence of the workforce’. However, the 
standard labour costs considered within this paper were either mutually agreed 
upon for the benefit of both journeyman and master (as in the case of the Edin- 
burgh price book) or indeed actually imposed by the workforce themselves (as in 
the case of the London price book). Of course, Hopper and Armstrong’s notion 
of a standard cost is premised on certain conditions differing from the situation 
here. The site of their investigation is the twentieth-century factory, and it is 
within this context that they argue that ‘true’ standard costs require the complete 
redesign of the labour process encompassing a deskilling of craft labour (p. 420). 
Obviously, this is a contrast with the environment here, where the piece-rate wage 
conflict took place between two factions of craftsman operating out of relatively 
small-scale workshops. 

However, the disputes between journeyman and master cabinet-maker of the 
eighteenth century are not so totally removed from those played out between 
capitalist and factory employee more than a century later. Labour historians have 
established that any romantic nostalgia for cordial labour relations within the 
crafts is misplaced. For example, Dobson (1980, p. 16) refers to the ‘myth of a pre- 
industrial golden age of harmonious working relationships’. Meanwhile, Crossick 
(1997, p. 21) remarks upon the ‘tensions between journeymen and masters’ which 
were an inevitable consequence of what Berlin (1997, p. 78) calls the ‘unequal 
relationship’ between wealthy master and those lower on the artisan hierarchy. 
These tensions, as noted in the previous section, resulted in a number of strikes 
by journeymen cabinet-makers in the face of increasing inflationary price pres- 
sures. The establishment and dissemination of regulated norms of labour cost, in 
the form of each city’s price book, appeared to bring some level of resolution to 
the conflict. Deskilling and exploitation of the workforce is therefore not a neces- 
sary prerequisite for the construction and operation of the ‘true’ standard cost. 
The standard cost can offer visibility to working procedures and an economic 
stability to labour relations which is beneficial to both parties to the wage dispute. 
Consequently, and as Fleischman and Tyson (1996) have concluded in their 
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investigations of inside contracting at the Waltham Watch Company, it appears 
here that while Foucauldianism and economic rationalism may offer complement- 
Ing contributions to the standard labour cost debate, such insights may not be so 
readily offered by the Marxist/labour process perspective. 

As noted in the introduction to this article, the time and place of the first 
employment of standard costs for labour control purposes has been of significant 
interest to accounting historians. Evidence regarding the construction and use of 
the standard labour cost by British entrepreneurs during the Industrial Revolu- 
tion (specifically c. 1800-2) has already been comprehensively compiled and 
examined by Fleischman and Parker (1991) and Fleischman et al. (1995) in their 
study of the engineering firm Boulton & Watt. However, despite engaging in an 
exhaustive practice of establishing labour piece rates for hundreds of its engine 
components, this firm appears not to have employed the standards for labour con- 
trol purposes over any medium to long term. This has led Fleischman and Tyson 
(1998, p. 104) to assert that while there is evidence to suggest the use of crude 
standard labour costs for decision making purposes by British entrepreneurs 
before the advent of the scientific management movement in the U.S.: ‘there are 
presently no clear and certain examples to show that any nineteenth-century firm, 
in either the U.S. or the U.K., used norm-based standard costs to monitor, disci- 
pline or control individual workers before 1900’ (emphasis added). 

This tends to suggest then that the concept of the standard labour cost remains 
‘a distinctly American phenomenon’ (Fleischman and Tyson, 1998, p. 106) and 
one intrinsically tied to early twentieth-century scientific management practices. 
However, not only were the labour piece rates studied here compiled in the U.K. 
as early as the 1780s but, unlike the Boulton & Watt case, their dissemination and 
publication over subsequent decades are convincing evidence of their practical 
use for labour control purposes. Of course the Fleischman and Tyson claim is 
based on the assumption that the concept of the standard labour cost falls within 
the scope of the ‘firm’. This is not an unreasonable assumption to make, given 
that this is the traditional domain of managerial accounting practice. And it is 
perhaps questionable whether the disparate array of furniture craftsmen across 
Britain during the Georgian era would typically be classified as constituting a ‘firm’. 
Perhaps this is one rationale for their absence from the human accountability 
debate in accounting history. It is important therefore to recognize the broader 
scope of accounting practice beyond the factory walls. This point leads neatly to a 
further aim of the article. 

Notwithstanding the importance of engaging with the debate to locate the time 
and place of the first use of standard costs for labour control purposes, perhaps a 
more interesting aspect of the discussion is to consider the role of accounting in 
influencing some of the broad themes and movements in everyday life. Did the 
influence of the labour piece rates extend beyond the micro level wage negoti- 
ations between local journeyman and master over the veneering cost of a table? 
It is possible to propose the case for the role of these costing norms in the diffusion 
of a classical taste in furniture as follows. As noted earlier, the publication and 
dissemination of the minutiae of standard labour costs allowed a greater degree of 
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transparency in the individual wage negotiations between worker and master. In 
regulating piece-work rates, the price books may have pre-empted wage disputes 
and reduced the scope for conflict. Therefore, in providing a stabilizing influence 
on labour relations within the cabinet-making trade, the broader role of account- 
Ing in supporting and sustaining the conditions necessary to the spread of clas- 
sicism can be posited. The observations of Previts et al. (1990, p. 143) regarding 
the ‘ability of accounting to shape its own environment rather than merely to 
reflect it? are pertinent here. 

In summary, the furniture pattern designs of celebrated authors such as Chippen- 
dale popularized the classical style and established its physical form. Its practical 
execution on a mass basis in the large workshops of the master cabinet-makers 
across Britain can also be attributed to the city-based furniture price books. The 
patterns they contained closely followed those of the famed designers of the day; 
the second edition of the Cabinet-Makers’ London Book of Prices even contained 
six plates signed by Hepplewhite (Fastnedge, 1962, p. 3). Perhaps more im- 
portantly, however, these price books included the essential costing apparatus to 
manage efficiently and to stabilize the cabinet-making business. Therefore, behind 
the social fabric of Georgian notions of taste lay the furniture pattern books and 
the supporting role of labour costing norms. 


CONCLUDING REMARKS 


The Georgian era is notable for its cultivation of higher levels of domestic 
comfort (Edwards and Jourdain, 1955) and a general refinement in social life 
(Musgrave, 1966). Notions of what constitutes ‘good taste’ pervade the period 
(Gloag, 1956). Invariably, however, taste became embedded in the pursuit of clas- 
sicism, fostered abroad by the Grand Tour of ancient sites in Greece and Italy, 
and at home by a wealthy system of patronage and the efforts of an elite grouping 
of aristocrats known as the Society of Delettanti (Gloag, 1956). 

Furniture is a good barometer of social history (Gilbert, 1972). Its ‘form and 
ornamentation reflects the manner, customs and changing fashions of the day’ 
(Jourdain and Rose, 1953, p. 28). The classical architectural stvle rigorously 
adopted across the urban vista of British cities was subsequently matched by a 
similar revolution in interior decoration. By the late eighteenth century, Adam’s 
neo-classical taste had been popularized in the readily replicated pattern book 
furniture designs of Hepplewhite. So commenced a golden age in British furniture 
design (Edwards and Jourdain, 1955). Nor was its influence isolated to the British 
Isies. Just as Georgian architecture was reinvented as the ‘colonial style’ in the 
U.S.A., so also did the furniture designs of Chippendale and Smith, for example, 
find their way across the Atlantic (Bell, 1910; Hershey, 1970). 

The far-reaching impact of innovations in furniture design on the interiors of 
homes in Britain and its colonies is particularly impressive, given that industriali- 
zation had yet to impinge upon the cabinet-making trade. There is no evidence of 
the use of wood carving equipment during the Regency period (Musgrave, 1970) 
and steam power did not make an appearance in the workshops until the 1860s 
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(Gilbert, 1972, p. 63). If a single contributing factor to the mass manufacture of a 
furniture style and the promulgation of taste is to be determined, then the furni- 
ture pattern books surely constitute a strong contender. Just as the role of the 
eighteenth-century building pattern books has been acknowledged in the dissem- 
ination of an architectural style which promoted a uniformity of streetscape across 
Georgian Britain (Ayres, 1998; Richardson, 1949; Summerson, 1978), so too have 
the furniture pattern books become implicated in the construction of a standard- 
ized approach to interior room decoration (Jones, 2000). They popularized 
amongst the lower and middling levels of society the new vogue for classical 
furniture initially only enjoyed by a privileged and wealthy elite (Collard, 1985; 
Musgrave, 1966), and in so doing actively promoted the creation of a national taste. 

What then is the role of accounting in this history? The price books produced 
in several editions in London, Edinburgh and other cities across the U.K. were 
significant in their value to the local craftsman, not only for their provision of 
easily copied furniture plates in the fashionable style, but also for their clear 
delineation of the standard labour costs associated with a wide variety of cabinet- 
making operations. In drawing attention to such norms, this article may further 
inform the debate with regard to the first use of standard costs for the purposes of 
labour control. It also suggests how the construction of this standard labour cost, 
by city or region, was an important regulating mechanism in the relations between 
journeyman and master and consequently acted as a stabilizing influence within 
the cabinet-making trade. In preventing, or at least limiting, the possibility for dis- 
pute over the price of workmanship, these published standards, may have played 
an influential supporting role in the widespread adoption of a national taste in 
classicism. 

In making this argument, the objective is not to impose some crude attempt at 
causation, but rather to acknowledge the often unstated role of accounting tech- 
nique in larger trends and themes, and to foster an appreciation of how account- 
ing can become bound up in influencing social practice (Miller, 1994). The work 
therefore seeks to highlight the accounting cog in the grand wheel of Georgian 
notions of taste. 

A further justification of such an investigation can be drawn from the need to 
deepen our understanding of accounting’s operation in everyday life (Hopwood, 
1994). As Gaffikin (1996, p. 3) similarly remarks, ‘it is interesting and illuminating 
to learn of the past of ordinary people, ordinary institutions and ordinary events’. 
Furniture inhabits daily life and, as with clothes, its fashions characterize an era. 
The furniture fads of the Georgian period offer important perspectives on the 
. tastes and way of life of its citizens. Peering under the layers of that history, a 
myriad of accounting calculations are discovered, firmly embedded and regulating 
the everyday interactions between journeyman and master. Chamber’s (1999) call 
for simplicity in accounting is perhaps pertinent here: Georgian craftsmen can be 
considered prime examples of ‘persons of modest education and a measure of 
commonsense’ (p. 121) for whom the relatively simple standard labour cost facilit- 
ated commercial success. The banality of the household table should not make it 
of any less importance to the accounting scholar than the complex machinations 
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of the capital markets. Accounting can play as crucial a role in the mundane 
aspects of everyday life as it does in the higher echelons of world finance. 
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Professional Accounting Standards and the 
Public Sector—a Mismatch 


Professional accounting standards have been applied to the public sector 
in Australia as part of the process of adopting accrual accounting. How- 
ever, the reason given for their application to the public sector is ques- 
tionable. The modes of operation of governments and of the business 
sector are very different, and accounting standards must be tailored to 
suit the specific information needs of each sector for the accounting 
systems to provide relevant information. The four Accounting Concepts 
Statements and the broad requirements of AAS 29 and AAS 31 are 
examined to show where changes are needed in the standards to make 
their information more relevant to the needs of the public sector. These 
changes would better enable accrual accounting information systems to 
assist in enhancing the efficiency and effectiveness of public sector opera- 
tions and the accountability of governments to parliament and citizens. 


Key words: Public goods; Public sector accounting; Statements of Account- 
ing Concepts. 


‘When I use a word,’ Humpty Dumpty said in rather a scornful tone, ‘it means just what I 
choose it to mean—neither more nor less.’ 
‘The question is’ said Alice, ‘whether you can make words mean so many different things.’ 
‘The question is, said Humpty Dumpty, ‘which is to be master—that’s all.’ 
Lewis Carroll, Through the Looking Glass 


The adoption of accrual accounting by government is a central component of a 
wide raft of public sector management reforms initiated by the Commonwealth 
government in the 1980s to enhance efficiency, effectiveness and accountability 
in the Australian public sector. It was widely supported by the accounting profes- 
sion and by governments (ASCPA, 1993; JCPA, 1995a, 1995b). In due course, 
the set of professional accounting standards and concepts (GAAP) developed for 
the business sector were applied to the public sector. In this article, I examine the 
appropriateness of their application to the public sector and to recommend the 
making of some fundamental changes. My focus is on the Statements of Account- 
ing Concepts (SACs) as these are the basic building blocks specified in the Con- 
ceptual Framework (CF), Figure 1, SAC 4 (1992b). The analysis for the public 
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sector complements the range of studies undertaken on the CF published in 
Abacus October 2003 (Wells et al.) which related to the business sector. 

The examination is based on the notion that accounting should be a financial 
management information and reporting system (FMIRS) which reports useful 
information to stakeholder users. For this purpose, accounting concepts, stand- 
ards and processes must be designed to report the financial information needed 
by users to enable them to perform their functions. Accounting is thus being 
treated as a technical financial measurement system designed to report useful 
information. To do this, the FMIRS must be ‘based on real world, observable 
phenomena that delineate the function of the structure in question’ (Wells, 2003, 
p. 273; based on Dean and Clarke, 2003). Useful financial information is defined 
in terms of the requirements of SAC 3 (1990), that is, it must be relevant, reliable, 
comparable and understandable. Only then can FMIRS report ‘true and fair’ 
financial information to stakeholder users. 

The analysis is confined to the general government sector (GGS) of the public 
sector in Australia. This covers all the core government activities normally included 
in their annual budgets, but excludes public financial corporations (e.g., the Reserve 
Bank of Australia) and public non-financial corporations (e.g., Telstra Corporation 
Ltd). While the applications considered relate to the Commonwealth Govern- 
ment of Australia, they apply as well to the state and territory governments with 
appropriate changes in terminology to suit their specific operations. Furthermore, 
most of the issues considered here have relevance for those other nations which 
have adopted GAAP for the public sector. These include New Zealand (Pallot, 
1998, 2001), the United Kingdom (Likierman, 1996; Mellet, 1997; Humphrey et al, 
1998), and Sweden (Olson et al., 1998). Overviews of the international develop- 
ments in the use of GAAP as a central component of the New Public Manage- 
ment reforms are given in Olson et al. (1998) and Guthrie et al. (1999). 

The following matters are examined in this article. 


e Why the existing set of accounting concepts and standards were applied to the 
public sector. 

e Fundamental differences between the public and business sectors of the 
economy and their implications for financial management information and 
reporting systems. 


These two topics set the real-world environment for an examination of the concepts 
statements and the presentation of government accrual financial statements, namely: 


SAC 2 (1990b), Objectives of General Purpose Financial Reporting, 

SAC 1 (1990a), Definition of the Reporting Entity, 

SAC 3 (1990c), Qualitative Characteristics of Financial Information, 

SAC 4 (1992b), Definition and Recognition of the Elements of Financial State- 

ments, and 

e Government accrual financial statements and AAS 29 (1996b), AAS 31 
(1996c), AAS 1 (1999a) and AAS 36 (1999b). | 
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On the basis of the above examination, it is evident that several fundamental 
concepts and standards require to be modified for their application to the public 
sector, if accounting is to fulfil its role of being a quality FMIRS. Otherwise the 
adoption of accrual accounting cannot fulfil its expectations of enhancing 
efficiency and effectiveness in public sector operations and in enhancing the 
accountability of governments to parliament and citizens. 


APPLICATION OF GAAP TO THE PUBLIC SECTOR 


As noted above, the adoption of accrual accounting by governments was a central 
component in their widespread management reforms. All the professional 
accounting standards (AAS) and concepts statements (SACs) which constitute 
GAAP were applied to the public sector, barring AAS 16 and AAS 22. GAAP 
were all initially formulated for the business sector, and only minor modifications 
were made to them to take account of the different environment of the public 
sector. The three new standards—AAS 27, AAS 29 and AAS 3i—developed for 
the public sector only took account of some differences in administrative matters 
and did not change any basic concepts or principles. 

The extension of GAAP to the public sector was justified by Mr W. McGregor, 
director of the Australian Accounting Research Foundation, in the following 
terms (1999, p. 3): ‘An important feature of the concepts statements developed by 
the Board is that they are applicable to financial reporting by all types of reporting 
entity. That is, no distinction is made between entities on the basis of ...sector 
location (public or private)? This approach was justified by McGregor on the 
basis that, with few exceptions, the assets used in each sector are much the same. 
While this is so for typical assets used in government administration, it is not the 
case for many assets used for defence purposes, public infrastructure services, 
cultural, heritage and community purposes, and environmental purposes. These 
comprise the major share of non-financial government assets. But furthermore, 
concentration on the physical attributes of assets ignores the markets in which 
these assets are used. This is where their services (which generate their values) 
are provided to users. The characteristics of public and private sector markets are 
fundamentally different, as explained later, and they have important implications 
for accounting measurement and reporting. 

However, another less principled reason for the application of business 
accounting standards to the public sector is given by Christensen (2002, 2003). 
The adoption of business accrual accounting was first implemented in Australia 
by the newly elected Premier of New South Wales (Mr N. Greiner) in 1988, who 
had pledged in his election platform to enhance the government’s operating 
efficiency by becoming more business-like. The premier was advised by two 
senior U.S. partners of a large CPA firm to adopt the existing set of accounting 
standards and not to waste time by ‘re-inventing the wheel’ (Christensen, 2003). 
He was subsequently advised by senior partners of the large public accounting 
firms in Australia, who also designed and implemented the systems for the govern- 
ment. All this occurred well before the set of specific public accounting standards 
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were finalized in 1996. Christensen noted that ‘there was a zealous belief (by the 
consulting firms) that bringing public sector accounting into line with private 
sector accounting was an inherently righteous objective’ (2002, p. 1). 

Thus, the New South Wales government set the pattern for the Commonwealth 
and other states to follow. The first consolidated set of accrual financial state- 
ments was produced by the N.S.W. government for 1992-3, while those for the 
Commonwealth government were for 1994-5. The implementation of business 
accrual accounting systems in several governments thus preceded the develop- 
ment of the standards which were not finalized till late in 1996. 

A third reason for the adoption of GAAP by the public sector lies in public 
choice theory (Barton, 2003). Public choice theorists argue that governments are 
too big and inefficient. The solution to their excessive size is to curtail the extent 
of their roles and privatize many of their activities. The solution to their 
inefficiency is to remodel and reform their operations according to market con- 
cepts of competition and efficiency (Self, 1993, cover page), that is, to make them 
more businesslike. Adoption of GAAP is seen as a necessary part of this 
approach. Public choice theory provided both the motivation and the framework 
for the extensive management reforms recently undertaken by many governments 
under the name of new public management. 


FUNDAMENTAL DIFFERENCES BETWEEN THE BUSINESS AND 
PUBLIC SECTORS 


If accounting measurement and reporting systems are to provide information 
which is useful for their intended applications, they must be related to ‘real world, 
observable phenomena that delineate the function of the structure in question’ 
(Wells, 2003, p. 273; Dean and Clarke, 2003). Hence the respective operating 
environment and roles of government and of business need to be examined first. 
Here, it is explained why they are vastly different. 

Business firms operate in private sector markets wherein all decisions about the 
provision of goods and services by firms and their purchase by customers are 
private and individual decisions. The incentive for firms is to provide their products 
at a profit for their investor owners. They must compete against other firms for 
customers. Customers choose which products they will buy and from whom, 
according to their personal interests. The whole market environment is driven by 
the private interest of firms and customers. Firms must earn a sufficient rate of 
profit to raise and retain the capital needed to fund their operations. They must 
charge prices sufficient to enable recovery of all costs of operation and reward 
owners. They must maintain sound financial positions to remain solvent and to 
maintain operating capabilities, and the ability to borrow and to raise additional 
capital when required. In accounting terminology, firms are profit centres. Hence 
all business FMIRS are concerned with providing information for these purposes. 
Their information requirements are dominated by the need for operating informa- 
tion on revenues and expenses and for information on financial position. They 
require comprehensive accrual accounting financial management information 
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systems for these purposes. The monetary values of assets are determined from 
the interaction of supply and demand factors in these markets. 

Governments on the other hand are elected by cttizens to make collective deci- 
sions on their behalf to provide those goods and services which cannot readily be 
provided by private firms, and those for social welfare purposes. Their provision 
is funded collectively through taxation levied on citizens rather than through sales 
of products to them. Governments are agents of citizens whose role Is to make 
collective decisions in the public interest which are intended to enhance the 
economic and social wellbeing of the nation. Some goods and services can be more 
efficiently and effectively supplied by governments than by private firms. Abraham 
Lincoln (1863, p. 282), recognized this fact many years ago when he observed: 
‘The legitimate object of government is to do for a community of people whatever 
they need to have done, but cannot do it all, or cannot do so well, for themselves 
in their individual capacities’. 

These types of goods and services are characterized by non-rival and non-excludable 
consumption characteristics (Stiglitz, 1988, chapters 1—4; Barton, 1999b), and are known 
as public goods. The consumption of public goods is non-rival in the sense that one 
citizen’s use of them does not deprive other citizens’ benefiting from them. The 
goods are provided jointly to all citizens. Their consumption is non-excludable in 
that one citizen cannot prevent other citizens from accessing their benefits—the 
services are provided to all citizens equally. Public goods are non-commercial items, 
which are not for sale, and they do not generate their own revenues. Typical 
examples include the services provided by the defence forces, systems of law and 
order, public roads and recreational facilities. Users obtain no property rights to these 
goods. In contrast, private goods are characterized by rival and excludable con- 
sumption, and buyers obtain property rights which enable them to use the goods 
as they choose. Private firms cannot provide public goods and services to users 
through business markets because of their collective nature—they either fre- 
quently cannot charge individual users for them (e.g., defence services) or individual 
users need not pay for them directly (the free rider problem, e.g., public roads). 
Instead, it is more efficient for governments to provide them on a collective 
basis, as Lincoln observed in 1863 and as demonstrated by Samuelson (1954). 
The nature of public goods markets affects the monetary prices of assets used in 
them. 

As well, citizens recognize that their disadvantaged brethren (the elderly, chil- 
dren, disabled, unemployed and low income citizens generally) cannot easily live 
in an unfettered private enterprise economy, and that they need various forms of 
social welfare support. Governments provide substantial social welfare benefits to 
disadvantaged citizens. In so doing, governments are acting to enhance the social 
welfare of the community at large. 

The government acknowledges these two areas of activity for itself in the affairs 
of the nation. The 2001-2 Budget Papers (p. 8.2) state that the general government 
sector: ‘provides public services that are mainly non-market in nature, and for the 
collective consumption of the community, or involve the transfer or redistribution 
of income. The services are largely funded through taxation and other compulsory 
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levies. The provision of these public services dominates public expenditures and 
they account for some 80 per cent of them (JCPAA, 2002, p. 70). 

The financial information requirements of national governments are directed 
towards their roles of providing public goods to all citizens and social welfare 
benefits to specified groups of citizens, and of funding them through taxation 
levies on citizens. Governments also have an extended range of other responsibil- 
ities, including the macroeconomic management of the nation and its international 
relations. To carry out these functions, governments require a vast amount of 
financial information. They must have cash measurement and reporting systems 
to provide relevant information for the funding of the provision of public goods 
and social welfare benefits and for macroeconomic management of the nation. 
In Australia, Section 83 of the Constitution, as well as the Financial Management 
and Accountability Act 1997 and the Audit Act 1997, require that all monies 
raised through taxation and spent by the government must first be approved by 
parliament in budget appropriations. However, cash accounting systems by them- 
selves are inadequate for the complex operations of government. Governments 
have vast stocks of assets needed to provide defence, education and health ser- 
vices, sporting and recreational facilities, cultural services, public roads and so on. 
As at 30 June 2003, the Commonwealth government had financial assets of $109 
billion and non-financial assets of $102 billion (Commonwealth of Australia, 
p. 42). These are much larger than for any business in Australia. Conversely, they 
can have large borrowings and other debts such as for staff superannuation. As at 
30 June 2003, the Commonwealth government’s liabilities amounted to $241 bil- 
lion. This left a deficit in its net worth of $31 billion. And these large amounts 
remained after the government had privatized some $70 billion of assets and used 
the funds to repay liabilities. Without accrual accounting, virtually none of this 
information is available. Governments require accrual accounting systems so that 
all of its assets and liabilities can be identified, and where possible, valued. With- 
out it, effective management of non-cash assets and liabilities is ignored and the 
focus of management is confined to cash budget compliance and cash manage- 
ment. As a result, many assets were surplus to requirements, under-utilized or 
poorly maintained. Several Auditor-General studies on asset management follow- 
ing the introduction of accrual accounting highlighted many deficiencies in asset 
management by departments (ANAO, 1995-6, 1997-8). Likewise, burgeoning 
liabilities from budget deficits and unfunded superannuation liabilities were largely 
ignored. As well, accrual accounting is needed for cost control of operations and 
programs. Cash accounting focuses management attention on budget compliance 
only. Accrual accounting information is required therefore to facilitate improvement 
in the management of government resources, and hence efficiency of operations. 

An additional need for financial reporting in the public sector arises from the 
collective nature of government operations. Because governments are elected by 
citizens to manage the provision of public goods and social welfare benefits on 
their behalf, governments as agents of citizens are required to account for their 
decisions and activities as well as their performance in substantial detail. The 
accountability responsibilities of governments far exceed those of business 
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corporations. They require the provision of information to parliament before 
government policy proposals and their funding can be examined and approved by 
parliament, and the acceptance of responsibility for subsequent performance in 
the implementation of those policies, including that of compliance. In contrast, 
the accountability of business corporations is primarily limited to their financial 
performance as a quid pro quo for incorporation. 

These fundamental differences in the environments and roles of each sector 
have major implications for the accounting information needed for the efficient 
and effective operation of each sector. Business accounting systems cannot be 
applied to the public sector without substantial modification to suit its special 
needs. Each requires both cash and accrual accounting systems (though they will 
differ between the two sectors), with the cash accounting systems being designed 
as components of the accrual systems. In an Australian setting, many of these 
issues were identified by Sutcliffe (1985) in his pioneering monograph on the 
public sector prepared for AARF. However, they were all substantially ignored in 
the subsequent development in Australia of the public sector standards once the 
policy decision was taken to adopt the one set of standards for both sectors. The 
assumption of sector neutrality is demonstrably false because of the fundamental 
differences between the sectors. The FMIRS must be designed to suit the special 
needs of each sector if they are to be based on ‘real world, observable phenomena’ 
(Wells, 2003; Dean and Clarke, 2003). 

The special requirements of the government accrual accounting systems are 
now examined with respect to the Statements of Accounting Concepts. I shall 
begin with SAC 2 concerning the objectives of accounting rather than SAC 1, the 
accounting entity, as it is the logical place to begin an analysis. 


SAC 2, THE OBJECTIVES OF GENERAL PURPOSE FINANCIAL 
REPORTING 


With respect to the objectives of published financial statements, SAC 2 states 
that: 


‘43 General purpose financial reports (GPFRs) shall provide information useful to users 
for making and evaluating decisions about the allocation of scarce resources . 

44 Management and governing bodies shall present GPFRs in a manner which assists in 
discharging their accountability .. 

45 GPFRs shall disclose information relevant to the assessment of performance, financial 
position, and financing and investing, including information about compliance. 


A general purpose financial report is defined as (SAC 2, para. 5): ‘a financial 
report intended to meet the information needs common to users who are unable 
to command the preparation of reports tailored so as to satisfy, specifically, all of 
their information needs’. 

This statement of the objectives of GPFRs is primarily directed to the business 
sector, where the information provided is focused on needs of investors and finan- 
cial markets. But governments do not need to focus on reporting to investors and 
financial markets. Rather, they are primarily responsible to citizens for their 
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actions and performance. Citizens provide the tax revenues to government, they 
are the major recipients of government goods and services, and the beneficial 
owners of public money and property managed by government. Democratic govern- 
ments are agents of citizens and they are accountable to them. Accountability 
lies at the heart of democratic systems of government. Accountability involves an 
obligation for government to answer for its decisions and actions to citizens in 
return for their delegation of decision making authority to it. Throughout, account- 
ability requires openness, transparency and provision of specific information to 
parliament and to citizens. Parliament and its committees can require the provision 
of information (with some exceptions, for example for security and commercial- 
in-confidence matters), and hence the concept of GPFRs has less relevance to 
the public sector as compared with corporations. This obligation for govern- 
ment accountability is embodied in the Australian Constitution (s. 83) and is 
included in much government legislation. In the U.S., the Government Account- 
ing Standards Board considers that: ‘Accountability is the cornerstone of all financial 
reporting in government’ (quoted by Pallot, 1992, p. 40). The recent Canadian 
Exposure Draft of its Public Sector Accounting Board (PSAB, 2002) stresses provi- 
sion of information for accountability purposes as the primary goal of government 
financial reporting. Accountability (including the full provision of information) 
constitutes the public sector counterpart to Adam Smith’s (1776) ‘invisible hand’ 
(relying on freely available information) which is needed to promote efficiency and 
effectiveness in public sector operations and freedom from government corruption 
(Barton, 2002). Smith conceived of the notion to explain why firms operating in 
competitive markets and pursuing their own self-interests (i.e., profit making) could 
simultaneously be enhancing the social welfare of the community. Detailed explana- 
tions of accountability are given in MAB (1993), Funnell and Cooper (1998, chapters 
1 and 3) and English (2003); Pallot (1992) for New Zealand; Humphrey et al. 
(1998) for the U.K.; and the references quoted above for the U.S.A. and Canada. 

As well, the provision of information for decision making about use of scarce 
resources is primarily required in the public sector for management purposes by 
government and public servants rather than by citizens. Citizens are not merely 
‘shareholders’ in the government, and they cannot trade their citizenship rights on 
any market. Rather, thev have a general concern that resources are being used 
efficiently and effectively so that they receive value for money for their tax 
payments, but this forms part of the government’s accountability responsibilities 
for good performance. Citizens exercise their democratic rights in the choice of 
government at election time rather than through the purchase or sale of shares. 

Finally, the references to accountability in SAC 2 are far too restrictive. They 
are largely confined to budget compliance. However, accountability in govern- 
ments nowadays is a broad and far-ranging concept which embraces accountability 
for performance as well as for budget compliance and probity. 

Given the wide and complex roles of government in managing the nation’s 
activities and in providing public and social welfare goods, a wider objectives 
statement is needed to cover the non-commercial activities of government than 
that specified in SAC 2. In this statement, accountability should rank ahead of 
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decision making about the use of resources in GPFRs. Public accountability for 
budget compliance, decision making and administrative processes is not a relevant 
matter for business firms, as these matters are appropriately confidential to the 
firm’s management. Furthermore, the requirements for openness, transparency 
and the provision of information to parliament and citizens blurs the distinction 
between management reports and GPFRs in the public sector. Budget reports and 
departmental reports are public reports in the public sector, whereas they are 
confidential management reports in business; and secondly, government financial 
statements report much more detail in their operating statements than does business. 
Because of the different operating environments of business and governments, 
the business concept of GPFRs has only limited relevance in the public sector. 
The requirement for public accountability 1s a fundamental difference between 
the environments of business and the government which must be reflected in the 
form of financial reporting to stakeholders. 

As an alternative statement of objectives for financial reporting for the public 
sector, consider (Barton, 2003, p. 26): 


The objective of financial reporting in the public sector is the provision of useful 

information, both financial and non-financial, to fulfill accountability obligations by 

government to parliament and to citizens for the use of public funds and other public 

resources in the provision of goods and services to the community, and to facilitate 

efficient and effective management of those resources and activities of government. 
This statement acknowledges the broad range of responsibilities of government, 
gives primary importance to accountability as broadly defined and secondary 
importance to the good management of public resources. 


SAC 1, DEFINITION OF THE REPORTING ENTITY 


An accounting entity is defined in SAC 1 (para. 6) as: ‘any legal, administrative, or 
fiduciary arrangement, organizational structure or other party (including a person) 
having the capacity to deploy scarce resources in order to achieve objectives’. 

A public sector entity can be simply specified as an area of management con- 
trol, which is accountable to parliament and the government for its operating and 
financial activities and its use of public resources. Government departments are 
administrative creations of government established to provide goods and services 
to the public as approved by parliament, and management support to ministers. 
They are similar in nature to departments of a firm; however, these are not 
required to publish financial statements. Business departmental statements are 
prepared solely for management uses. Likewise, government departmental state- 
ments should be prepared for management purposes as well as for accountability 
to parliament. But AAS 29 (para. 17) requires that they be prepared primarily for 
external investors, and of course there are none. 

A major issue in Australia is that the general government sector is not consid- 
ered to be an accounting entity under GAAP for GPFRs; rather, governments 
must publish consolidated financial reports for the whole-of-government. This issue 
is examined in Challen and Jeffery (2005). Yet this sector, which is coextensive 
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with parliament and the annual budget, performs the major functions of government, 
and financial accountability of government to citizens 1s central to the system of 
parliamentary democracy. Hence outcome financial reports are not available for 
comparison with the budgets that receive major public attention and require 
parliamentary approval before implementation. When a similar problem arose in 
Sweden in 1993—4, the central government was held to be a Juridicial person’, which 
enabled the financial reports of the general government sector to Pe published 
(Olson et al. 1998, p. 261). 

A public sector accounting entity be defined as: ‘An area of management control 
which is accountable to the public, government or parliament for its operating and 
financial activities and its use of public resources’ (Barton, 2003, p. 40). This is a sim- 
ple and more direct definition of the public sector entity. It encompasses the need 
for accountability to parliament and the public as well as the provision of infor- 
mation to management, and it includes both departments and the general govern- 
ment sector as accounting entities for financial reporting purposes. 


SAC 3, QUALITATIVE CHARACTERISTICS OF FINANCIAL 
INFORMATION 


This is. the only SAC which can be applied equally to both the public and private 
sectors, as the characteristics of useful information are generic. Sadly, nothing 
more than lip service is paid to the statement. If it were taken seriously, all the 
concepts of SAC 4 would have been changed to make them relevant to the public 
sector environment. 

SAC 3 (1990c, para. 5) specifies that for information to be useful, it should 
satisfy the criteria of relevance, reliability, comparability and understandability. 
For information to be relevant, it must relate to its environment and the purposes 
for which it is to be used, that is, for decision making, assessment of financial 
performance and position, and for accountability purposes. Relevant information 
must also be timely. Reliable information requires that it can be depended on to 
represent faithfully the concepts, transactions and events that it purports to rep- 
resent and to do so without bias or undue error. Comparable information requires 
the use of consistent accounting standards and processes so that like information 
can be validly compared within and between statements, over time and between 
entities. Understandability means that users are readily able to comprehend what 
the information purports to mean. This requires that the presentation of informa- 
tion must not be obfuscated by irrelevant information, non-disclosure of import- 
ant information, and inappropriate terminology and presentation. The first three 
criteria are interdependent, and they all impact on understandability. Clearly, if 
the information is not understandable by concerned users, it fails to communicate 
the desired messages. 

These criteria provide a better checklist for assessing the quality of accounting 
information than the bland statement that the financial statements present a ‘true 
and fair view’. Arguably, this concept currently only refers to the compliance of 
the accounting practices used in the preparation of the statements with GAAP. 
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This matter.is briefly considered by Dean in several editorials in Abacus (2004a, 
2004b). If GAAP standards are defective, then the financial statements may not 
faithfully represent the reality of the financial performance and position of the 
entity. The recurring cycles of corporate collapses in Australia illustrate the limita- 
tions of the ‘true and fair’ certification, as most of the collapsed companies had 
certified financial statements prior to their collapse. The empirical studies by 
Clarke, Dean and Oliver (2003) and Sykes (1994) provide vivid examples of this 
fact. Users of financial statements are entitled to interpret the phrase ‘true and fair’ 
in accordance with the accepted meanings of these words, otherwise it fails the 
understandability test. Given that it no longer means what it says, the phrase 
should be replaced in audit certifications. 


SAC 4, DEFINITION AND RECOGNITION OF THE ELEMENTS OF 
FINANCIAL STATEMENTS 


The definitions of all the key accounting measurement concepts in SAC 4 are 
defective. This has occurred partly because a poor concept of assets has been for- 
mulated, and it in turn has formed the basis for all of the other concepts (McGregor, 
1999, p. 5). Furthermore, the concepts are not as precise as they should be 

-because no basis of accounting measurement has as yet been specified. The basis 
of accounting measurement—whether it be at historical cost, deprival value or 
current realizable value and so on—determines whether some items are assets or 
not. For example, sunk infrastructure costs and specialized military equipment 
can be assets in a historical cost system but may result in an amount not being 
shown under that item in a realizable value system. 


Concept of Assets 

The concept of assets formulated in SAC 4 has proved to be a most controversial 
one. Assets are defined in SAC 4, para. 5 as ‘future economic benefits controlled 
by the entity as a result of past transactions and other events’. But this definition 
is defective in many respects, particularly in relation to special types of public 
sector assets, in the following ways: 


e Assets are the resources used to provide future economic benefits; they are not 
the benefits themselves, Economic benefits are cash or cash equivalents. It 
is ironic that the statement of objectives is cast in terms of the provision of 
information which is useful for resource allocation decisions, yet the term 
‘resources’ does not appear in the definition of key concepts. | rey 

e° The expected future economic benefits are the source of. financial values for 
the assets. In the. apt analogy given by Chambers (quoted in Carnegie and 
Wolnizer, 1999, p. 17), the definition confuses the fruit with the tree. 

° Most non-financial government assets are not used to produce future economic 
benefits (i.e., cash inflows) but the provision of public goods and social welfare 
benefits to citizens. While it can be argued that typical assets used in govern- 
ment administration (office equipment, buildings, etc.) are bought from private 
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firms and can be resold (and hence can produce cash inflows), the same argu- 
ment cannot be appled to those special types of resources used in the public 
sector. For example, heritage, cultural, recreational and environmental facilities 
‘and properties normally have to-be preserved and maintained in good condition’ 
for the benefit of current and future generations, and they cannot be sold. Their 
benefits are wholly or largely social in nature, and the assets can be conven- 
1ently labelled as social assets. Military defence assets likewise are not used to 
produce future cash flows and must be retained for the defence of the nation. 

e Paragraph 21 allows non-cash service potential to be substituted for economic 
benefits so as to permit the inclusion of the above public goods resources as 
assets. But this permits of two interpretations of assets—one producing future 
economic benefits, and the other social, that is, non-economic, benefits 
(Newberry, 2002). Definitions ought to be precise and not allow for such wide 
differences in interpretation. The use of non-economic service potential raises 
difficult problems for the financial measurement of assets. 

° Control of an asset is defined (para. 14) as: ‘the capacity of an entity to benefit 
from the asset’. Control gives owners the right to manage and use the asset, 
receive the benefits, and dispose of the asset (Pallot, 1990, p. 82). This concept 
is appropriate for business firms and they possess all three rights—they buy 
and use assets to generate future cash flows and they can dispose of them when 
no longer required. However, these rights are significantly curtailed in the public 
sector: The benefits (as noted above) generally flow to the public and not the 
government as owner; they are often benefits of a social nature; and in the case 
of social assets and military equipment, they cannot normally be sold. 


From the above examination, it is evident that at least two categories of assets 
are required for the public sector, namely those normal commercial type assets 
used for administrative purposes in providing public and social welfare services, 
and those retained for social and environmental purposes which must be con- 
served and cannot be disposed of These are better treated as social assets held in 
trust for citizens by the government as trustee manager (Barton, 1999a). As trust 
assets, they belong to the citizens of the nation rather than to the government. 
Secondly, both definitions of assets need to recognize that benefits, both economic 
and social, generally flow to citizens rather than the government. As well, there 
are major differences of opinion about whether specialized military equipment 
should be treated as assets. They are so treated in Australia; however, many other 
nations do not do so. 

I propose that the following two definitions of assets are more appropriate for 
the public sector (Barton, 2003, p. 28): 

Commercial type assets: ‘Assets are resources over which the entity has manage- 
ment responsibility to use in the provision of future economic benefits to the 
government or the public as beneficiaries, and which result from past transactions or 
other events and possess a cost or other financial value that can be reliably measured’, 

Social and environmental assets held in trust: ‘Assets are resources, both 
economic and non-economic, over which the entity has management responsibility 
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to provide future social benefits to the public and which are normally to be con- 
served and maintained by government for the benefit of current and future genera- 
tions and not to be sold, and which result from past transactions or other events’. 


Concept of Liabilities 

In business, liabilities arise from exchange transactions. While this still occurs in 
government, other major components of government liabilities arise from social 
welfare commitments to citizens, transfer payments to other governments or 
bodies, unfunded employee benefits (mainly superannuation), and currency on issue. 
The first set of liabilities amounted to $92 billion as at 30 June 2003, while the second 
set totaled $149 billion (Commonwealth of Australia, 2003, p. 42 and Notes). 

The second set of obligations do not appear to be clearly covered by the SAC 
4 definition of a liability, which is (para. 48): ‘the future sacrifices of economic 
benefits that the entity is presently obliged to make as a result of the past trans- 
actions or other past events’. 

This definition was developed for business and is essentially the reverse of the 
asset definition. The explanation of the concept in SAC 4 is very much convoluted 
by the discussion of reciprocal transfers resulting from past transactions. These 
are typical in business but, as indicated above, most government liabilities arise 
from legislation rather than from past transactions. While it can be argued that 
this constitutes an accounting event, it is scarcely a transparent one for normal 
accounting purposes. A simpler approach which better suits the public sector is 
to define government liabilities as ‘present obligations of the government entity 
arising from past transactions or legislation to pay cash or other economic benefits 
in the future to the other party entitled to them’ (Barton, 2003, p. 30). 


Concept of Government Equity 

Equity is defined in SAC 4 para. 78 as: ‘the residual interest in the assets of the 
entity after deduction of its liabilities’, While this mechanical definition can be 
readily applied to both business firms and governments, the sources and explana- 
tion of equity differ substantially between the two sectors. 

Governments do not have contributed capital and they do not normally aim to 
accumulate large budget surpluses over time. Rather, they normally aim to raise 
just sufficient revenues to cover their expenditures (or expenses under accrual 
budgeting) over the economic cycle (Commonwealth of Australia, 1996-7). His- 
torically, most governments have even found this aim difficult to achieve and they 
have accumulated substantial deficits. For example, at 30 June 2003, the Com- 
monwealth government reported an accumulated deficit of $76 billion, offset by 
reserves of $37 billion (mainly asset revaluations), to yield a net equity of negative 
$39 billion (Commonwealth of Australia, 2003, p. 43). Governments do not need 
contributed capital because they have a superior benefit, namely, the power to tax. 
However they must exercise this power judiciously as it is subject to electoral approval. 
Fortunately, a large negative equity of governments does not imply bankruptcy as 
it would in business as they have sovereign taxation powers. In a well-managed 
nation, governments can raise funds as needed to cover their expenditures. 
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Conversely, at government departmental levels, departments generally report 
positive equity arising from substantial accumulated surpluses while their capital 
appropriations are negligible. For example, the Department of Defence reported 
net equity of $44 billion at 30 June 2001 of which capital contributions accounted 
for only $735 million (Annual Report). But these departmental figures are fictions 
resulting from some major deficiencies in the government’s present system of 
accrual accounting, namely: crediting the initial value of net assets to operating 
revenue on their recognition in the changeover from cash to accrual accounting, 
and inclusion in operating revenue of most government appropriations made to 
fund capital expenditures. The techniques, which are a consequence of the all- 
inclusive concept of revenue in SAC 4, enable departments to report substantial 
accumulated surpluses (Barton, 2004). 

Again, the problem in accounting for government equity arises from the mis- 
application of business accounting to the very different environment of government. 
To facilitate the correct interpretation of government equity, I suggest that the 
accumulated surpluses flowing from the recognition of net assets at the date of 
introduction of accrual accounting be renamed as capital, and that capital expen- 
ditures on additional non-financial assets (i.e., not replacement ones funded from 
depreciation appropriation funds) be classified as capital appropriations and 
credited to equity. 


Concept of Revenue 

In SAC 4, para. 111, revenue is defined as: ‘inflows or other enhancements, or 
savings in outflows, of future economic benefits in the form of increases in assets. 
or reduction in liabilities of the entity, other than those relating to contributions 
by owners, that result in an increase in equity during the period’. 

It is a comprehensive but convoluted definition of revenue, which includes 
everything leading to an increase in net assets other than additional owners’ 
contributions. For the public sector it has been expanded beyond a concept of 
commercial revenue resulting from sales of outputs and investment holding gains 
to include government taxation and appropriations. However, it has several 
defects with respect to the public sector, including: 


° The definition does not suit the public sector environment. Interpreted liter- 
ally, it would treat all taxation payments by citizens as equity contributions 
since they are not direct payments for the purchase of public services by 
citizens, and citizens are the ‘owners’ of the nation’s assets. The concept of 
owners’ equity in the public sector is very different from that for the business 
sector. 

° It does not indicate the sources of revenue, which are mainly from taxation for 
governments, and budget appropriations for departments. This clarification is 
needed for interpretation and understandability of the item. 

e It recognizes budget appropriations as departmental revenues upon receipt as 
the cash asset is then increased. This results in recognition of revenue on a cash 
basis in an accrual accounting system for those appropriations received either 
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in advance or arrears of the fiscal year (as is common practice); and it does 
not comply with the matching principle when the activities being funded by 
the appropriation have not been completed. The matching principle is de- 
emphasized throughout the statement, yet logically it must underpin any con- 
cept of an accrual surplus or deficit; 

° The definition refers to inflows of ‘future economic benefits’ (emphasis added). 
But when revenues are received (in either cash or cash equivalents), it is a 
current economic benefit. 

° The definition does not distinguish between appropriations for capital and for 
recurrent purposes. They are both included in the one appropriation for 
revenue. This distinction is important for parliamentary decision making and 
accountability, and for understandability. Moreover, the practice results in 
government departments declaring large surpluses where significant capital 
funds are included in the appropriation, as only recurrent expenses are charged 
against it. 

° It does not distinguish between asset valuation adjustments which are capital 
maintenance restatements and those which are revenue gains. For example, 
the Australian Capital Territory government revalued its stormwater drains on 
the deprival value basis upwards by $60 million (Canberra Times, 14 February 
2004). This, together with some other revisions, had the result of converting a 
budget deficit of $8 million to a surplus of $150 million. Yet it has no additional 
funds or other realizable resources available for further expenditure from the 
increase in the cost of replacing its stormwater drains. 


The faults in this definition of revenue are caused by it being based solely on 
the notion of an increase in net assets (excluding owners’ contributions). While all 
revenues result in an increase in net assets as a consequence of double entry 
recording, to adopt the reverse approach for defining revenue gives an excessively 
broad definition which fails to capture the above limitations. A much simpler and 
more understandable approach is to separate government revenues from taxation, 
departmental revenues from appropriations, and revenues from external sources 
such as user charges and investments. A commercial definition should be 
restricted to these last two. Government taxation revenues can be simply defined 
as: ‘the amounts receivable from those transactions and events occurring during the 
year on which taxes are payable’. Departmental revenues from government are: 
‘those appropriations and grants receivable to fund the delivery of its goods and 
services for the year.’ 


The Concept of Expenses 

The SAC 4 definition of expenses (para. 117) is the reverse of the revenue defini- 

tion. It is: ‘consumption or losses of future economic benefits in the form of reductions 

_in assets or increases in liabilities of the entity, other than those relating to distri- 

butions to owners that result ina decrease in equity during the reporting period’. 
Again, it is an excessively broad-ranging and convoluted definition, with stmilar 

defects to its revenue counterpart, namely: 
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° Conversely to the treatment of revenue, the provision of benefits to citizens 
could be treated as ‘dividends’ to them as ‘owners’ under this definition. 

° It pays little attention to the matching principle of recognizing as expenses only 
that part of asset consumption incurred in providing the current period’s goods 
and services. 

e The consumption or losses of net assets is of current and not just future 
economic benefits. 


It should be noted that most government expenses differ markedly from those of 
business firms. While governments incur a range of administrative and operational 
expenses which are similar to those of business, these represent only a small propor- 
tion of total government expenses. For example, the largest expense item in the Com- 
monwealth budget comprises payments for personal benefits, subsidies and grants. 
In the 2002-3 budget, these items amounted to $134 billion or some 67 per cent 
of total expenses (Budget Paper 11-5). As well, unique types of expenses are 
incurred in the defence of the nation and in the management of social trust assets. 

I suggest that government expenses be defined as: ‘the cost of economic 
resources consumed in the process of providing goods and services to the public 
during the period’ (Barton, 2003, p. 35). This is a simple definition which relates 
the costs to provision of goods and service for the period. Holding losses should ` 
be treated separately from expenses. 


A Concept of Surplus Deficit? 
For a conceptual statement on the definitions of the elements of financial state- 
ments, a surprising and fundamental omission from SAC 4 is that of the concept 
of the surplus or deficit being measured. It is referred to simply as the ‘net result’. 
Likewise in the business context, there are no definitions of ‘net income’ or 
‘comprehensive income’. Yet these concepts and their measurement are most 
important. In the business context the primary purpose of a firm’s existence and 
activities is to earn profit. Nor are they defined in AAS 1 (1999a) and AAS 36 
(1999b), the two standards covering the statements of financial performance and 
of financial position. The ‘net result’, that is, the budget balance, of activities 1s an 
important concept for governments. The budget balance is a key economic vari- 
able needed for government decision making and macroeconomic management 
which has important effects on the economy, financial markets and citizens, and is 
needed for performance assessment. Furthermore, any concept of a surplus/deficit 
must be based on a concept of capital maintenance and its related basis of asset 
valuation. If these are not defined, then the whole superstructure of accounting 
measurement of revenues and expenses and their resultant impacts on assets and 
liabilities lacks rigour and precise meaning. This has occurred with the existing 
SACs and AASs. (see Chambers, 1966, Chapter 10, and 1975; and Barton, 1984, 
Chapter 24, for elaboration of this matter). 

In conclusion, it is evident that all the definitions of key accounting measure- 
ment concepts in SAC 4 suffer from fundamental defects when applied to the 
public sector and that no accounting measurement system is prescribed. Each 
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concept requires modification to suit the environment of the public sector so that 
Information which is relevant to user needs and which represents what it purports 
to represent can be provided. Only then can information be correctly understood 
and used correctly. 


GOVERNMENT ACCRUAL FINANCIAL STATEMENTS 


The requirements for the financial statements are covered in AAS 29 (1996b) for 
government departments, AAS 31 (1996c) for the whole government, AAS 1 
(1999a) for the statement of financial performance and AAS 36 (1999b) for the 
statement of financial position. These standards require government departments 
to report as if they are business entities. Although AAS 1 is concerned with the 
measurement of profit, no definition of profit (or of the required underlying con- 
cepts of capital maintenance and asset valuation) is given while only a very brief 
description of the nature and uses of financial position is given (SAC 2, para. 5). 

Only some additional concerns that relate to government departments are 
considered below, as all the other ones relate back to the measurement of the 
elements of financial statements considered above. Examples of the misleading 
nature of government departmental financial statements include: 


° Departmental statements of financial performance and their ex ante budget 
counterparts are claimed to show ‘outputs’, when in fact they only report the 
expenses incurred in providing their ‘outputs’ for the period and the budget 
appropriations made to fund the net expenses. Departments are the adminis- 
trative arms of government which provide goods and services to the public. 
They are cost centres which do not sell their services, and not profit centres. 

° Departments can report substantial operating surpluses as a consequence of 
the inclusion of capital expenditure funding and the ‘capital use charge’ in 
revenue. The capital use charge is an allowance for the ‘cost of funds’ invested | 
in the departments’ net assets. But as neither item is included in expenses, 
these extra appropriations flow through the statements to become operating 
surpluses and convey the impression of good financial performance. For ex- 
ample, the Department of Defence reported an operating surplus of $6.4 billion 
for the fiscal year 2000-1 (Annual Report; Barton, 2004). 

° The ‘capital use charge’ is repaid to the government at the end of the year as a 
‘dividend’. However, in accordance with AAS 1 (Note 14, Appendix 1), it is 
buried in a note to equity and is not reported in the statement of financial 
performance. These ‘dividends’ are substantial for asset-intensive departments 
such as the Department of Defence, which paid a dividend to the government 
of $5 billion in 2001 (Annual Report, Note 26). 

e Departmental statements of financial position show the assets, liabilities and 
equity of each department. Yet departments own no assets, have no liabilities 
or equity in the net assets, and have no financial position separate from that 
government. Rather, departments are merely administrative arms of govern- 
ment and their ‘balance sheets’ merely show the assets and liabilities for which 
they have administrative responsibility and accountability. 
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° Both departmental and whole-of-government financial statements have mis- 
leading titles. The statement of financial performance is better termed an 
operating statement, and the statement of financial position as one of assets 
and liabilities. The statements are presented as if departments and govern- 
ments are business entities when they are not so (Barton, 2004). The revised 
titles more accurately describe the nature and content of the statements. 


Again, the additional problems in financial reporting arise because the account- 
ing standards have not been adequately adapted to suit the unique environment 
of the public sector and the roles of government in the nation, and they are 
incomplete. The financial statements do not report information which is fully 
relevant to the needs of the public sector and hence they lack representational 
faithfulness. They are difficult to understand and interpret. Both the Common- 
wealth Joint Committee on Public Accounts and Audit (JCPAA, 2002) and the 
Commonwealth Auditor General (Mr P. Barrett, 2002) have expressed major 
reservations about the quality and meaningfulness of the information provided 
by the financial statements. This matter is examined further in Barton (2003, 
2004). 


CONCLUSIONS 


The application of professional accounting standards to the public sector in 
Australia could be characterized as a ‘courageous’ endeavour, in the words of 
Sir Humphrey Appleby of Yes Minister fame, but not a particularly successful one. 
The reason given is that one set of standards should be applied to both the busi- 
ness and public sectors because in general they use similar types of assets. As a 
consequence, the conceptual framework of accounting and financial reporting was 
not adapted to suit the needs of the public sector. However, the sector-neutral 
approach ignores the differences in the roles and operating environments of 
governments and of business and hence of the markets in which each operates. These 
matters determine the types of information required for efficient and effective 
resource management, performance measurement and accountability purposes. 
This failure to recognize the unique roles and environment of government has 
resulted in many of the accounting concepts and standards not being sufficiently 
relevant to the public sector, that is, their application is a mismatch. As a result, 
the financial statements do not always report relevant information, they may fail 
to represent faithfully the financial performance and position of the government 
_and its departments, and they can be difficult to interpret and understand. Con- 
sequently, they may fail to meet the stated objectives of financial reporting as 
prescribed in SAC 2 and the information quality standards of SAC 3. Accrual 
accounting is needed in the public sector, but the FMIRS must be designed to suit 
its specific environment. The existing set of professional accounting standards 
require significant modification to suit the needs of the public sector. In this 
article I have proposed alternatives to each of these matters which will make 
them relevant for the public sector and enhance the quality of the information 
provided. As well, the changes would simplify the standards. 
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Finally, it would be beneficial to review the terminology used in professional 
accounting standards. They abound with technical terminology which differs from 
the accepted everyday uses of the words. In his editorial on the Accounting 
Conceptual Framework Forum, Professor Robert Sterling (2003) made a plea for 
the use of clear language: it “is an aid to clear thinking and muddy language is pro- 
ductive of error’ and we should ‘abandon linguistic legerdemain’. A former chief 
accountant of the U.S. SEC has frequently criticized U.S. accounting standards 
for their ‘accountababble’ (Scheutze, 2001, p. 5). The accounting standard setting 
bodies play the role of Humpty Dumpty for the profession. Society would benefit 
greatly if ‘accountababble’ were removed from the standards. It is a necessary 
step for the enhancement of the representational faithfulness of financial reports 
and their understandability. 
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Accounting for the U.K.’s Private Finance 
Initiative: An Interview-Based Investigation 


This article investigates the development of the public sector accounting 
policy for the United Kingdom's Private Finance Initiative. A novel 
approach to investigating the development of accounting regulation is 
applied, based on interviews with persons involved in the process. A 
fuller explanation of events is obtained by going beyond published mate- 
rial that is already in the public domain in order to reflect the informal 
procedures which cause regulatory outcomes to be determined by nego- 
tiation and persuasion. The article concludes that the limited participa- 
tion of public sector bodies at the formal stage of lobbying through 
written representations may not be critical in view of the existence of 
other means to influence the outcome of the regulatory process. 

Key words: Accounting; Principles; Private Finance Initiative; Regula- 
tion; Rules. 


The U.K. appears to be forging a unique path in respect of the linkages between 
its private and public sector accounting regulation. The system is not ‘sector- 
neutral’. Private sector regulation is provided by the Accounting Standards Board 
(ASB) while public sector accounting policies are contained in the Resource 
Accounting Manual (RAM) that is issued each year by the Treasury. However, 
the two approaches are linked, as the RAM must follow U.K. GAAP to the 
extent that it is meaningful and appropriate in the public sector context (Govern- 
ment Resources and Accounts Act, 2000, s. 5). A definition of GAAP is not pro- 
vided in the RAM, but it is founded on pronouncements by the ASB, principally 
comprising the Statement of Principles (ASB, 1999), Financial Reporting Stand- 
ards (FRS) and Statements of Standard Accounting Practice (SSAP). Therefore, 
although the ASB has no direct responsibility for, or control over, U.K. public 
sector accounting, it does have indirect influence as each extant standard is 
considered for relevance and applicability; some are excluded, some are applied 
in a modified way and others are adopted without modification. The result 1s 
that, in practice, there is close alignment between the accounting policies applied 
in both sectors and, where an issue under consideration is likely to have signific- 
ant public sector ramifications, ‘the state is not a disinterested player in the process 
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of accounting standard setting even though at times it might be seen to be’ 
(Broadbent and Laughlin, 2002, p. 650). 

This article shows how the development of accounting regulation may be illu- 
minated by the use of interviews rather than relying solely upon an analysis of 
data that are already in the public domain. The development of theory here is 
illustrated through an examination of the construction of accounting rules for 
deals made under the Private Finance Initiative (PFI). The case study therefore 
describes some of the unique aspects that arose because of the requirement to 
align accounting rules for PFI in the U.K. public and private sectors. However, 
the case does have relevance to other jurisdictions which have developed account- 
ing regulations to cover arrangements by which private sector entities provide 
or finance public sector services (see, e.g., Grimsey and Lewis, 2002; Walker, 2003). 
Furthermore, the informal processes that contribute towards the outcome in this 
case are likely to be present in the development of other accounting standards in 
both the U.K. and in countries with similar accounting standard setting regimes. 

The close linkages between private sector accounting standard setting and their 
application to public sector budgeting and financial reporting processes are worthy 
of examination as countries move towards accrual-based methods of accounting 
in the public sector. This is because attempting to ‘adapt’ public sector accounting 
from private sector based accounting standards ignores some of the fundamental 
differences between the two sectors and may, arguably, produce misleading public 
sector financial reporting (e.g., in an Australian context, see Barton, 1999, 2000, 
2004). The move to accrual-based appropriation of resources also has implications 
for parliamentary control of public expenditure (see, e.g., Heald and McLeod, 
2002, pp. 423-50). More specifically, concern has been expressed that accrual 
accounting may be implicated in a process that enables certain forms of debt, such 
as those contracted under PFI schemes, to evade full parliamentary scrutiny (e.g., 
Edwards and Shaoul, 2003; Newberry and Pallot, 2003). 

The process by which the ASB develops an accounting standard is that, first 
of all, the topic has to be considered sufficiently important to be placed on the 
board’s agenda. Once this has occurred, an Exposure Draft is produced, possibly 
preceded by a technical paper, on which comments are invited. These are then 
reviewed by the board and an FRS is issued. In the public sector, the Treasury 
produces the RAM, updating it each year for developments such as those emanat- 
ing from the ASB, and this is reviewed by the Financial Reporting Advisory 
Board (FRAB) whose role is to ‘advise the Treasury on the application of finan- 
cial reporting principles’ and ‘ensure that the principles of resource accounting 
accord with GAAP as far as possible’ (FRAB, 1997, p. 1). This brief outline may 
suggest a sequential process, but the reality is far more complex and iterative. 


ALTERNATIVE ACCOUNTINGS FOR PFI SCHEMES 
PFI schemes are structured as long-term contracts under which a private sector 
operator provides services to a purchaser, from the public sector, in exchange for a 


stream of payments. Typically, the operator is responsible for the design, building 


160 


ACCOUNTING FOR U.K. °S PRIVATE FINANCE INITIATIVE 


and financing of a significant capital asset, such as a prison, a road or a hospital, for 
ensuring the availability of the asset during the contract period and for providing 
related services of an acceptable standard. By 2003 there were 563 PFI schemes in 
force in the U.K. involving a capital value of over £35.5 billion (Treasury, 2003, p. 19). 
Commitments to future payments of over £120 billion were reported at April 2004 
(Treasury, 2004, Table C19). Interest in accounting for PFI is enhanced by the 
fact that it is a highly sensitive political issue, with recent reports failing to find 
the claimed benefits of value for money, design innovation, better risk manage- 
ment and long-term commitment of funding for maintenance (Ball et al., 2001; 
Institute for Public Policy Research, 2002; Audit Commission, 2003). 

The Treasury has promoted PFI deals as service contracts in which the payment 
stream is perceived to represent charges to the public sector for availability and 
quality of services rather than for the provision of specific assets. For example, in 
a letter to the ASB, the Treasury stated that “We view a PFI contract as being 
a purchaser/supplier relationship for the procurement of a stream of services, over 
the longer-term’ (ASB, 1998, p. 88). This interpretation of PFI schemes as con- 
tracts for service provision has important accounting implications as Financial 
Reporting Standard 5, Reporting the Substance of Transactions (FRS 5, para. 
12(d)) prohibits the capitalization of service contracts. Therefore, if a PFI deal is 
interpreted as a service contract, with the risk of asset ownership residing with the 
private sector provider, there would be no requirement to recognize the asset and 
its related financial obligation on the public sector balance sheet. 

An alternative interpretation of the payment stream in a PFI contract is that it is 
a composite, part of the payment being for the capital asset element and the rest for 
the attendant services. This dual aspect is enhanced where payment streams incor- 
porate one element that varies according to the volume, availability or quality of 
service provision with another element that ignores these factors. In these circum- 
stances, recognition of the purchase price of the asset, and the related financial 
obligation, may be required in the balance sheet of the public sector purchaser. 
If the PFI contract is interpreted as containing a stand-alone lease then Statement 
of Standard Accounting Practice 21, Accounting for Leases and Hire Purchase Con- 
tracts (SSAP 21), requires the lessee to capitalize material finance leases. In other 
cases, FRS 5 is applied by interpreting which party to the contract has access to the 
benefits of the property and exposure to its associated risks. Under these principles 
the public sector purchaser would be required to recognize the asset and the related 
financial obligations in its balance sheet if the payment stream is shown to be 
separable into elements for asset purchase and service provision or if it retains 
exposure to potential variations in costs and revenues that flow from features of 
the property. Both FRS 5 and SSAP 21 apply without modification in the RAM. 

These alternative perspectives of the nature of PFI contracts give rise to sub- 
stantially different accountings (Hodges and Mellett, 2004). It might appear that 
the accounting distinctions are somewhat arcane given that the public sector is, 
in any event, contractually committed to these payments and that they are non- 
cancellable obligations other than in extreme circumstances of non-performance 
by the private sector provider. However, early PFI schemes were not approved 
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TABLE 1 


DOCUMENTS LINKED TO THE REGULATION OF ACCOUNTING FOR PFI 


Reference In text Title Source: issue date 

SSAP 21 Accounting for Leases and Hire Purchase Contracts ASC: August 1984 

FRS 5 Reporting the Substance of Transactions ASB: April 1994 

TN 97 Technical Note: How to Account for PFI Transactions TTF: September 1997 ` 

ED Exposure Draft: Amendment to FRS 5—the Private ASB: December 1997 
Finance Initiative 

AN Application Note to FRS 5: Private Finance Initiative and ASB: September 1998 
Similar Contracts 

CD Consuitation Draft: Accounting for PFI Transactions TTF: January 1999 

TN 99 Technical Note (Revised): How to Account for PFI TTF: June 1999 
Trar.sactions 


ASC = Accounting Standards Committee—private sector 
ASB = Accounting Standards Board—private sector 
TTF = Private Finance Treasury Taskforce—public sector 


unless they were shown to be off-balance sheet as this was taken as an indication 
that sufficient risk had been transferred to the private sector (Broadbent and 
Laughlin, 1999). Furthermore, this off-balance sheet status ensured that PFI 
liabilities were not included within government borrowings in determining com- 
pliance with European Union obligations. 

Table 1 lists the key documents relating to the regulation of accounting for PFI. 
The Private Finance Treasury Taskforce’ (TTF) issued its technical note (TN 97) 
to provide interim guidance on the public sector approach to accounting for PFI 
transactions,” pending the consideration of PFI accounting by the ASB. Here con- 
cern is with developments ‘subsequent to TN 97, starting with the ASB’s exposure 
draft (ED) that proposed to add an application note (AN) on accounting for PFI 
to FRS 5. The ASB incorporated a more stringent test? to avoid the recognition 
of PFI assets than that applied in TN 97. 


1 The TIF was established in September 1997 within the Treasury to become a focus for PFI activi- 
ties across government. It consisted of a projects team formed to support and approve individual 
projects and a policy team to develop generic rules and guidance, including the accounting regula- 
tions. It was disbanded in 2000, its project implementation role being taken over by Partnerships 
UK and its policy role by the Office of Government Commerce (OGC). 


2 In practical terms, TN $97 ensured that assets and the related borrowings of PFI contracts would not 
appear in the balance sheets of public sector entities providing that the contract was drafted to 
avoid the separation of asset and service payments and the making of material payments or deposits 
in advance of service provision. 


3 The proposal in the ED was that payment streams in a PFI contract were to be deemed seperable 
when (a) parts of the contract ran for different periods or were separately terminable or renegoti- 
able, (b) there were two or more independent streams of payment, or (c) the payments could vary 
for reasons solely to dc with the service aspect. 
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The amended FRS 5 was published in September 1998. The AN retained the 
requirement of the ED to analyse the risks inherent in a PFI contract to deter- 
mine which party has the property of an asset and should therefore recognize the 
asset and associated obligation in its balance sheet. Construction risks remained 
outside this analysis, despite the dissenting comments from public sector organi- 
zations, operators and consultants during the exposure period (Hodges and 
Mellett, 2002). There was, however, some softening of the tests to determine 
whether or not the payment stream was to be treated as separable.* 

The TTF began the process of revising its initial technical note in the light of 
the ASB’s work, leading to the publication of the revised technical note (TN 99) 
in June 1999. TN 99 emphasizes the need for a unitary payment mechanism in a 
PFI contract, which varies according to availability of service components and 
which could, in principle, be reduced by up to 100 per cent in the event of non- 
availability of the whole service. This approach is supported by a complex mix 
of guidance on the methodology for quantitative risk analysis (Appendix A), key 
principles (paras 4.2 to 4.10) and qualitative indicators (para. 4.11) to determine 
the accounting treatment. 

To summarize, the ‘service’ element of PFI deals are not capitalized in public 
sector balance sheets. The ‘asset’ element of PFI deals will be capitalized in public 


‘ There remain three circumstances that may cause a PFI contract to be separable, but it is no longer 


stated that only one is needed to cause separation of the contract. Test item (iii) in the ED was 
dropped, while the remaining two tests were split into three and re-ordered. The resulting tests for 
separation are that (a) the contract identifies a payment stream that varies according to the avail- 
ability of property and another element that varies according to usage or performance of certain 
services; (b) different parts of the ccntract run for different periods or can be terminated separately 
without affecting the continuation of the rest of the contract; and (c) different parts of the contract 
can be renegotiated separately. 


A brief explanation of the approach to accounting for PFI under TN 99 is given here, although it is 
necessary to refer to the technical note itself in order to appreciate its full complexity. The first 
stage is to determine whether or not the PFI payment stream is separable. TN 99 provides three 
illustrations (two are non-separable and one is separable). The essential feature, to be non-separable, 
is that there is no fixed element of the payment designed to cover the operator’s debt servicing 
obligations that applies irrespective of the level of availability or performance. Any separable ser- 
vice elements of the payment stream are excluded from the remaining analysis at this stage. TN 99 
(para. 3.15) states that if the only remaining elements are payments for property, then a SSAP 21 
analysis is undertaken. This effectively means that the rest of the PFI contract is treated as a lease 
and a test of who has the principal risk and rewards in the property will determine which party (if 
any) recognizes the asset. TN 99 then considers the application of FRS 5 to the remaining elements 
of the payment stream. It states (para. 4.3) that this is ‘a matter of professional judgement, which 
involves weighing up all of the relevant indicators (both qualitative and quantitative) of which 
party has an asset of the property’. It requires a quantitative risk analysis evaluated in NPV terms 
using the real discount rate used by tne Treasury for the evaluation of public sector projects (para. 
4.6). The comparison of potential variations in property profits for both the operator and the pur- 
chaser is stated as providing a quantitative indicator of which party has an asset of the property 
(para. 4.12). TN 99 does not prescribe the method to be used to provide this evaluation, although 
Appendix A provides illustrations based upon Monte Carlo simulation (see also Heald, 2003). A 
description is provided of each of the major categories of risk to be considered (paras 4.12 to 4.58). 
Demand risk and residual value risk are given most attention as being most relevant to determining 
the risk attached to property after tne construction period. Examples are provided of the account- 
ing entries needed to record residual interests, contributions towards assets in the scheme and dis- 
closure requirements. 
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sector balance sheets where the payment stream for the asset can be separated - 
from the service element and where the public sector purchaser retains the risks 
inherent in the property of the asset. The view that PFI schemes are service con- 
tracts, ahd therefore should be off the balance sheet of the public sector, still > 
represents the government’s preferred treatment (Broadbent and Laughlin, 2002, 
p. 629). However, in recent years the Treasury appear to have relaxed their view 
on the importance of the accounting treatment, emphasizing that value for money 
is the criterion for approval (Treasury, 2003, p. 24). Part of the Treasury’s inten- 
tion in providing guidance in TN 97 and TN 99 may have been to assist public 
sector organizations to contract into PFI deals that would remain off the pub e 
sector balance sheet. 


PRIOR RESEARCH 


Many have suggested that accounting rules should be seen as the output of pro- 
cesses that can be viewed as a form of political activity rather than being concerned 
solely with technical issues (e.g., Gerboth, 1973; Horngren, 1973; Solomons, 1978; 
Walker, 1987; Wyatt, 1989) and which in some jurisdictions may lead to explicit 
politica] intervention (e.g., Zeff, 1997; Beresford, 2001). Walker and Robinson 
(1993) identify six elements of the rule making process common to procedures 
adopted by standard setting bodies in the United States, the United Kingdom and 
Australia: agenda entrance, discussion paper, exposure draft, hearings, standard 
prepared and impact assessed.° They review articles between 1978 and 1992 and 
conclude that most works are reliant on the comment letters that are sent to the 
relevant regulatory body and are placed in the public domain. As a result, these 
studies fail to consider the first step of how a matter came to be on the agenda of 
the standard setting body and also ignore other forms of lobbying that may have 
taken place. None of those works deals with the development of accounting 
standards for the public sector. 

Some subsequent studies have looked to overcome the evidential limitation of 
published comment letters with the use of other written evidence in the public 
domain from accounting regulators, professional bodies and governments (e.g., 
Robson, 1993; Walker and Robinson, 1994; Pong and Whittington, 1996) and the 
use of press reports and professional journals to attempt to identify a point of 
agenda entrance (Rahman et al., 1994; Hodges and Mellett, 2002). Few studies 
have attempted to move from public domain sources to private recollection. 
Rahman et al. (1994) use interviews with key members of the New Zealand account- 
ing profession in their study of investment property accounting. Johnson and 
Swieringa (1996) use interviews with FASB members and internal documentation 
to describe the entrance of accounting for investments in debt and equity securities 


6 We are grateful to one of the anonymous referees who. pointed out that the FASB appears not to 
have conducted a cost-benefit analysis of the standards that they promulgate. Similarly, we are not 
aware of the ASB or equivalent standard setters in other countries having carried out such a review 
of.their own standards. We do not consider the review process further in this article. 
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to the agenda of the FASB. Weetman et al. (1996) link the relative paucity of 
written user responses to interviews with twenty fund managers and analysts on 
the ASB proposals to introduce an Operating and Financial Review (OFR) in the 
United Kingdom. Susela (1999) analyses a questionnaire sent to those persons 
involved in the standard setting committees of accounting institutions in Malaysia 
to highlight conflict in the development of the regulation of accounting for 
goodwill. 

Some works that have relied upon the analysis of comment letters have been 
explicit in recognizing the limitations of this form of evidence. These studies make 
clear that it is not possible to draw a causal relationship between comment letters 
and the decisions of the standard setting body (Martens and McEnroe, 1993, 
p. 150) due to the existence of other forms of lobbying behaviour (Tutticci et al., 
1994, p. 103; McLeay et a!., 2000, p. 86). Some studies recognize that participation 
in lobbying is much more pervasive than is indicated by the analysis of comment 
letters (Tandy and Wilburn, 1996, p. 110; Ryan et al., 1999, p. 195; 2000, p. 394). 
Others published since 1993 have continued to rely upon published comment 
letters as their principal or only empirical evidence without being explicit of their 
limitations. However Georgiou (2004), in examining corporate lobbying of the 
ASB, suggests that the use of alternative lobbying methods, such as appeals to 
auditors and private meetings with ASB members and staff, are strongly associ- 
ated with the submission of comment letters. 

Only a small number of these studies are concerned with public sector account- 
ing regulation. Like most of their equivalent private sector studies, they concen- 
trate upon the analysis of published written responses to proposed accounting 
standards, in some cases to the exclusion of other forms of lobbying. It is sug- 
gested that public sector respondents are less sophisticated in lobbving than their 
private sector counterparis, with an absence of a conceptually based argument to 
support their stated position (Carnegie and West, 1997; Ryan et al., 1999, 2000). 
This results in public sector responses being, on average, shorter than those from 
other categories of respondents (Tutticci et al, 1994, p. 101; Hodges and Mellett, 
2002, p. 139). There may be an apparent failure of due process because accounting 
regulators are not sufficiently aware of the level of opposition to the proposals or 
of the difficulty in transferring them into the public sector; as in the case of 
infrastructure assets accounting in Australia (Carnegie and West, 1997) and the 
disclosure of directors’ remuneration in New Zealand (Baskerville and Newby, 
2002). 

The relative paucity of studies of public sector accounting regulation is a 
significant omission, given the different political dynamics that might be expected 
to apply (Carnegie and West, 1997, p. 30) and the possibility that, far from being 
neutral, the mode of accounting may affect decisions (Kirk and Wall, 2002; 
Newberry and Pallot, 2003). The ASB’s role in the U.K. is limited to the regula- 
tion-of private sector. accounting and its accounting standards are developed from 
the perspective of accounting for limited liability companies. However, the public 
sector does not have limited liability as government commitments are effectively 
guaranteed by taxpayers. Accounting methods which avoid the recognition of 
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non-cancellable obligations of the public sector therefore have significant implica- : 
tions as citizens, unlike company shareholders, have little or no opportunity to 
disinvest from the entity. In the context of PFI, the public sector may effectively 
be guaranteeing private sector debt, either explicitly (e.g., NAO, 1998) or by failing 
to transfer the risk to the private sector as envisaged at the planning stage ` 
(Edwards and Shaoul, 2003). The re-financing of established PFI deals has, 
furthermore, allowed the private sector to benefit from low-risk finance in the 
post-construction phase, with little or no compensation to the public purse (e.g., 
NAO, 2000). 

Against this background of prior lobbying studies being restricted largely to the 
use of comment letters and the fact that few studies are located in the public 
sector, this current work reports on an investigation based on interviews with 
participants who were insiders in the process of producing the AN for FRS 5. This 
both illuminates the underpinning, unseen activity and provides insights into the 
contribution of the published material. 


RESEARCH METHOD 


The research involved interviewing three participants in the process of developing 
the ED, AN, CD and TN 99 listed in Table 1. Interviewee A is an ASB staff 
member who worked on the ED and the AN. Interviewee B represented the 
public sector interest and was directly involved with TN 99. Interviewee C is an 
ASB board member with particular involvement in public sector developments. 

The topics we wished to discuss were provided two weeks in advance to each 
interviewee and broadly covered four aspects identified from the work of Walker 
and Robinson (1993, p. 7), namely, agenda entry, drafting the ED, preparation of 
the FRS and post-enactment review. The last category, in view of the topic under 
consideration, was extended to include transfer to the public sector. Our interest 
lies in both the generality of how accounting regulation operates and the specific 
case of PFI and so, in the list of matters to be considered that was supplied to ` 
each interviewee, each aspect was presented in the form of an initial general 
question and was then related specifically to PFI. At each stage the question of 
evidence and its availability was also raised. 

Separate interviews were held with each person during the period from July to 
September 2001, each interview lasting between one and two hours. The inter- 
views were semi-structured, as they were based on the points previously supplied 
with supplementary questions and discussion that arose at each meeting. All 
interviews were tape-recorded and a transcript was sent to each interviewee with 
the invitation to make additional comments or amendments in the event of any 
apparent errors. 

Data gathered in the interviews were analysed with a cross—interview approach 
(Patton, 1990, p. 376; Miles and Huberman, 1994, p. 172). The transcripts were 
analysed.using the themes of the interview guide to provide a structure to identify 
those sections relating to agenda entry, ED, FRS, transfer to the public sector and 
post-enactment review. 
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As noted above, the interviews were structured to investigate both the general 
‘position and that relating specifically to the AN for PFI. These are now explored 
in the context of the chronological stages that culminated in TN 99. 


Agenda Entry ; 
In his study of power, the second of the three dimensions identified by Lukes 
(1974, pp. 16-20) considers the extent to which the taking of decisions can be con- 
trolled by limiting the items to be included on the agenda for discussion in the 
first place. Fogarty et al. (1994) consider power to be an essential but problematic 
concept in understanding the outcome of the accounting standard setting process 
because ‘overt displays [of power] may miss the real power behind the scene’ 
(p. 32). In the context of accounting rule making, this leads to the examination of 
factors that resulted in an issue’s entrance to or exclusion from the agenda of a 
standard setting body. The first topic of each inferview therefore dealt with the 
manner in which the agenda of the ASB is set and how accounting for the PFI 
gained admission. 

At different points in time the ASB’s agenda has been driven by major projects such 
as reviewing all existing SSAPs when the board was created and, currently, the 
aligning of U.K. practice with that of the International Accounting Standards Board 
(IASB). As there are limited resources, it is necessary to develop a program that can 
be accomplished within a reasonable time frame and the agenda to achieve this 
is set formally twice yearly. Matters come to the attention of the ASB from a 
number of sources, but where they concern the application of an existing standard 
this is dealt with by the Urgent Issues Task Force (UITF), the main role of which 
is to assist the ASB where unsatisfactory or conflicting interpretations have devel- 
oped (or seem likely to develop) about the requirements of an accounting standard. 

There are a number of links that the ASB maintains with outside organizations 
from which issues may emerge. For example: 


there are regular meetings with the institute [ICAEW] and with people like the Inland 
Revenue, the CBI’ and all those sorts of people. (A) 


Elements of the accounting protession also have an influence over the entrance of 
topics onto the ASB agenda. For example: 


the ASB gets referrals from the large accounting firms who find something that they are 
having problems with. (A) 


This was the case with accounting for PFI, as 


there was a recognition that if you went to any particular firm you might have a very 
different answer. (B) 


? The Confederation of British Industry (CBI) describes itself as a leading employers’ organization 
representing companies from all sectors of U.K. business (www.cbi.org.uk/aboutcbi/index.html). 
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Although this concern existed in the public sector, it was emphasized to us that 
it was the private sector accounting concerns that drew PFI onto the agenda of 
the ASB. 


it wasn’t so much that there were problems dealing with the public sector, although those 
problems were there as well, but the mirror image of the transaction had to be dealt with 
and big firms weren’t agreeing on how the private sector operators were going to account 
for these. So it was because of that private sector problem that it came to the ASB. (A) 


While disagreement amongst the major firms? appears to be a catalyst for 
entrance to the agenda of the ASB, it may not be sufficient in itself for an item to 
achieve agenda entry. In this instance an additional influence was the Suppor of 
individuals with privileged access and influence: 


[the issues] were discussed by David Tweedie with people like Sheila Masters and 
Andrew Likierman’...Couldn’t the big firms agree? But it was quite a complicated 
situation and in the end they couldn’t come to a consensus so at that point David agreed 
that it had to come on to the board agenda. (A) 


I think it was Sheila Masters because she had involvement with the [Private Finance] 
Panel. The panel executive was getting nowhere trying to come up with a template, 
a framework of how to account. So she wrote to the ASB and said, ‘Can you take it 
forward?’ (B) 


The PFI Panel wrote to David and suggested that perhaps [the ASB] should do 
something. I remember Sheila Masters had some involvement. I remember having a 
meeting with David and Sheila and the issue was whether the ASB should produce the 
rules. (C) 


Once the issue was accepted as being within the remit of the ASB, it was not 
immediately taken on to the agenda of the main board. There was discussion 
between staff and some members of the ASB of various alternatives that would have 
avoided the formal process of an ED for a new or revised accounting standard: 


[the members of the Board] were trying to see if they could build a consensus. They were 
looking at ‘Well if that doesn’t work will it go to the UITF or should it actually go to the 
main board?’ (A) 


š One potential implication is that an absence of disagreement between the large accounting firms 
might prevent the entrance of a particular accounting issue onto the agenda of an accounting stand- 
ard setting body. Effectively, the agreement of the large accounting firms becomes a de facto 
accounting standard and their agreed approach is incorporated into generally accepted accounting 
practice. In this context the large accounting firms may be seen as de facto standard-setters. For 
example, following the privatization of the water industry in the U.K. it became common practice 
that water companies did not depreciate their infrastructure assets (Clatworthy et ai, 1997). 


°’ Sir David Tweedie was, at this time, the chairman of the ASB and is now chairman of the Interna- 
tional Accounting Standards Board. Although the ASB had no direct role in formulating public 
sector accounting rules in the U.K., it still had an interest in PFI accounting because of its role in 
formulating rules for private sector participants in PFI. Dame Sheila Masters (now Baroness 
Noakes) is a partner in KPMG, a former financial director of the NHS Executive and a former 
president of the Institute of Chartered Accountants in England and Wales. Sir Andrew Likierman 
was, at this time, the head of the Government Accounting Service and an ex-officio member of the 
ASB. 
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The trouble with PFI [is that] it wasn't a sector. It was more an issue for the government 
and some private companies from the two ends. So it wasn't really sector-based, so you 
couldn't get a SORP” working party in the way that the charity sector could and produce 
something .. . there was no clear identified mechanism that we could say, ‘Okay, we will 
produce this’ whether it was a SORP or a UITF thing . .. because the issue was becoming 
urgent, we came up with this idea of a new application note to FRS 5. (C) 


This review of why accounting for PFI gained admission to the agenda of the 
ASB indicates that there is a dimension to accounting standard setting not 
revealed by examining publicly available material. For example, by using public 
domain sources only there was ‘considerable difficulty in determining what drove 
PFI onto the agenda of the ASB’ (Hodges and Mellett, 2002, p. 135). The relev- 
ance of this aspect when considering the development of accounting standards is 
that it reveals the sources of pressures that forced a particular matter onto the 
agenda and so identifies an initial set of interested parties that are likely to parti- 
cipate in subsequent discussions. While a number of these may make published 
submissions, these, as discussed later, are only a contributory aspect of the lobby- 
ing and consultation that take place. 


Development of an Exposure Draft 

Once an item is placed on the agenda, the next stage is for the ASB to produce 
a Discussion Document which is issued for comment and used as the basis for a 
subsequent ED or, as happened in the case of PFI, to move straight to the ED 
stage. Writing an ED could be done by a member of the ASB staff or by someone 
who has been seconded” from an accounting firm and 


if we [the ASB] need help, if the in-house resource requires supplementing, then 
obviously the ASB people would be proactive in seeking help outside from the big firms, 
who second staff in regularly anyway. (A) 


The approach to preparing an ED starts with the Statement of Principles (ASB, 
1999): 


You look at the type of transactions that you are trying to deal with and you use the 
conceptual frameworks and the definitions in them to actually build up a cohesive 
approach to accounting for those particular transactions. (A) 


Ú A Statement of Recommended Practice (SORP) is a recommendation of accounting treatment 


produced by a sector-related body and then approved by the ASB for application within a defined 
sector, for example, banking, charities and higher education. 


l! Secondees may be drawn from firms of all sizes, although more typically from the larger firms. 
Staff from U.K. public sector audit institutions may also be seconded to the ASB. The board inter- 
views those put forward and decides whether or not they are suitable. We understand that the 
ASB reimburses their employers during the period of secondment. Secondees typically are at man- 
ager level within their firms, with at least three years of post-qualification experience. They may be 
seconded for an agreed period of time or to complete part of a particular ASB project. We are not 
aware of any formal process to prevent a secondee promoting the views of his or her employer, but 
the view of our principal contact was that ‘My experience suggests that seconded staff will take an 
independent view and their firms do not generally put pressure on them to change their minds’. 
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The process of writing the ED is an iterative one that draws on input from many 
sources and, once the topic is known to be on the agenda, any individual or organ- 
ization can present their thoughts to the ASB: ‘It will agree to meet anybody who 
wants to talk about it’ (A). The actual drafting of the exposure draft is carried out 
by a project director who is a full-time staff member of the ASB or by someone 
on secondment from another organization. In the case of PFI, the drafting was 
begun ‘by a technical expert who had been seconded from one of the Big Six 
accounting firms and was then passed to a full-time staff member as project direc- 
tor. The reliance on staff from accounting firms in the drafting of proposed regu- 
lations carries with it some danger that firms might promote their own preferred 
approach to an accounting issue in the proposals. For example, there is some evid- 
ence from the U.S. that members of Auditing Standards Board have supported 
efforts to inject their firm’s audit approach into auditing standards (McEnroe, 
1994, 2002) and little evidence that full-time FASB members appear to be 
influenced by their former firms (Martens and McEnroe, 1993). Full-time mem- 
bers of the ASB are required to relinquish their connections with their previous 
firms, but part-time board members” and those on secondment might be expected 
to retain such links. The ASB does, however, require a full-time staff member to 
act as project director. The ASB may also seek outside views at various stages of 
the drafting as well as looking for input from internal sources such as its Public 
Sector Not-for-Profit Committee (PSNC). As the draft develops it is scrutinized 
by the technical director and the chair of the board. The role of the board changes 
throughout the process; at the start it concerns itself with the broad principles 
involved and progresses to a paragraph by paragraph detailed consideration just 
prior to publication. 


Responses to the Exposure Draft 

The previous section outlined how the ASB is open to external influences while 
preparing an ED and this shifts to a formal stance after the ED is issued, as the 
request is made for all interested parties to submit comments. These comments 
are placed in the public domain unless an individual contributor requests that 
their views be kept confidential.! It is these published responses that form the 
major part of most research studies of lobbying in the process of accounting rule 


“The chair and technical director of the ASB are both full-time employees. At the time of the 
approval of the Application Note to FRS 5 there were eight part-time members of the ASB, of 
whom three were partners of Big Five accounting firms, two were directors of investment industry 
firms, two were finance directors of industrial firms and one was a professor of accounting at a 
U.K. university. The ASB currently has three observer members representing the European 
Financial Reporting Advisory Group, the Government Accounting Service and the Department of 
Trade and Industry. There is also a liaison member of the International Accounting Standards 
Board. 


B We were informed that it is rare for commentators to request that publication of their comments 
be withheld. This might happen, for example, if an individual commentator expresses views that 
are contrary to the stated position of their employer. In the case of the comment letters on the PFI 
accounting proposals (ASB, 1998), the comment letters are listed from 1 to 64, but number 26 is 
missing. 
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making. The submission of a comment letter on an ED gives the opportunity for 
participation by interested parties who have not been involved previously. It also 
provides an opportunity for those who have participated previously to restate 
their case formally, either to support the ED or to suggest amendments. There 
can also be discussion between a respondent and the rule making body prior to 
any formal written submission. 

After the closure of the exposure period the project director collates the 
responses and provides an analysis to the board. Walker and Robinson (1993, 
p. 10) point out that the staff and members of rule making bodies may be key 
players in influencing the way that others respond to proposals but that this pro- 
cess is largely ignored in research studies. 


Then there will be a series of board papers where the project director actually goes into 
detail of the kind of points that are being raised, who’s raising them, and we will directly 
quote from the responses. So basically those responses that spend a lot of time and make 
good points and put arguments forward will tend to be the ones that are quoted. (A) 


If an ED is published along with a specific set of questions," the relevant parts of 
responses would be analysed under those headings. 


You would go through and you would say, ‘Question 1: These are the responses’. You 
would give that breakdown, the type of respondents and you would give, yes, no, or 
maybe, or yes with reservations or whatever. Then you actually list out the arguments 
that people produced for and against. The board would discuss those and decide who had 
the most relevant argument. (A) 


The fact that some responses may be highlighted for detailed consideration 
within meetings of the standard setting body has been considered in other studies. 
For example, Carnegie and West (1997, p. 32) identify a sample of responses that 
were considered to be of ‘particular interest’ by the Public Sector Accounting 
Standards Board in Australia in connection with ED 50, Local Government 
Accounting. They show that, in respect of the source of the comments, the sample 
was not representative of the total population of responses. The summarizing 
work carried out by the secretariat suggests that lobbying studies which concen- 
trate on the written submissions, no matter how sophisticated the analysis might 
be, are not dealing necessarily with the material on which the board forms its 
opinions. While each member of the board receives a copy of all of the sub- 
missions, they may not have the time or inclination to study the full wording of all 
of the submissions: 


Time is limited, which is why the project director does the analysis for them. (A) 


We saw all the responses ourselves, and papers that went to the board, and had 
discussions that got into quite a lot of detail. (B) 


Pm sure different people read all the submissions to a different extent, but hopefully all 
at least skim all the submissions. I think most of us rely on the summaries of things 
produced by the secretariat because they will group the responses under issues. (C) 


4 The ED proposing the addition of the AN on accounting for PFI was not issued with a list of 
specific questions on which commentators were invited to respond. 
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Although summaries might seem to move the focus away from the individual 
submissions, the board might still follow up a contribution to ensure that it has 
understood the issues and the alternative approaches to their resolution. This may 
represent a major input to the standard setting process, but it is not the subject of 
routine public reports and is not considered in most research studies, even though 
it enhances the potential contribution and weight of the views of a particular 
response. Its significance is that it may provide a rule making body with important 
new data on which to make decisions and that it provides credibility to be able to 
state that everyone has been given their say. 

Turning to PFI, of particular interest here, in view of its regulatory role, is the 
status of the submission made by the Treasury. It was apparent that the regular 
meetings between the Treasury and the ASB and the fact that it already had 

a representative with observer status on the board made its submission rather 
different in purpose than other comment letters. 


We were having meetings on a regular basis anyway. So it was a case of, It wasn't going 
to come as a surprise ... It was really in effect formalizing what we may have discussed 
around the table and to put something on the public record. (B) 


There was a consistency of wording in some of the public sector comment letters 
that has been described in full elsewhere (Hodges and Mellett, 2002, pp. 140-1; 
Broadbent and Laughlin, 2002, p. 636). We were assured that the observed simi- 
larity of the wording of some submissions from the public sector was not the 
result of a Treasury attempt to orchestrate a campaign of consistent public sector 
responses to influence the ASB: 


We weren't going to do a government submission. We did one as the Treasury and if 
other government departments wanted to submit one then that was up to them ... Most 
major departments we spoke to took a similar view of the world to ours . . . but we didn’t 
religiously say, ‘You shall copy it to us in advance and we shall check it’. It was, ‘It’s there. 
It’s a public consultation. We’d encourage you to respond’, and that’s the same for any 
board consultation. (B) 


The twenty public sector responses to the ASB proposals were unique in the 
context of United Kingdom accounting standard setting. For example, only one 
public sector submission, by the National Audit Office (ASB, 1997, pp. 221-3), was 
made in response to FRED 15, Impairment of Fixed Assets and Goodwill, despite 
its relevance to the public sector. The use of a standard form of wording in public 
sector responses might be considered to be unsophisticated (see also Ryan et al, 
1999, pp. 193-5) but is hardly surprising in view of many government departments’, 
lack of prior experience in commenting on ASB activities. 

An additional source of influence is that the staff of the ASB may initiate fur- 
ther informal contacts: 


There were three of us who went and made specific visits to talk to interested parties to 
keep them directly involved ...some of the consultation towards the end of the process 
was driven by the ASB in that the board was determined to make sure it had talked to 
everybody. (A) 
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As things are developed often what’s done is that we push drafts round interested parties. 
We may well, if some party or some group has made some particular points and we are 
trying to respond to those points, we may well go back to those parties and say, “Look 
we’ve rephrased in this way’. This tends to be the case more with the representative 
bodies rather than with individuals. (C) 


Such informal arrangements present lobbying opportunities for selected ‘inter- 
ested parties’ to influence the content and wording of exposure drafts and stand- 
ards. It was as a result of one of these visits that the title of the AN was changed 
to include ‘similar transactions’ as it was pointed out by a private sector contri- 
butor that PFI-style transactions could exist between two entities both based in 
the private sector. These arrangements may also extend beyond discussion of 
documentation: 


We also arranged for A and C to see a couple of prisons. (B) 
They took a little group of us up to a couple of privatized prisons. (C) 


Studies that review the submission letters in the context of whether they are 
‘for’ or ‘against’ a proposal might miss the important point that submissions carry 
different weights: 


those who write in and say ‘Leave PFI alone’. They are just one of the overview and they 
don’t get the detail put forward. They have to put detailed technical arguments forward 
to get into the board papers because it’s the technical arguments that will count for the 
Board. (A) 


Past-Enactment Transfer to the Public Sector 

The ASB issued its application note in September 1998. The Treasury Task Force 
issued its consultation draft in December 1998, leading to the publication of TN 
99 in the following June. The iterative process continued in the production of the 
technical note, but it was restricted to the Treasury and the ASB. 


It tended to be telephone calls, emails, swapping drafts of various sections of this and that 
to get something to go to the board. It tended to be with A in the first instance. We had 
a couple of meetings with [some members of the ASB]. It tended to be those who had a 
particular interest [in PFI] and then eventually it went to the whole board. (B) 


One result of this precess appears to have been a change of emphasis from 
quantitative to more qualitative guidance in developing TN 99 from the Consulta- 
tion Draft. 


The board’s initial feeling was, I think, that we were trying to place too much emphasis 
on quantitative risk analysis and playing the numbers game. I guess we took it that way 
because it was easier to take people through and say, ‘Here is how you do it’. But you 
have to take into account quélitative indicators as well, which takes you into more 
difficult territory. (B) 


This highlights the extent to which it is possible to reduce the application of 
accounting principles, such as those expressed in FRS 5, to an algorithm through 
which a set of numbers can be processed to produce the ‘right’ answer. This 
reflects differing interests not only in the result of the application of accounting 
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rules but also in how the accounting decision is determined. The Treasury has an 
interest in rules that can be applied at an early stage in PFI project development 
to provide an unambiguous answer to the on/off balance sheet question. On the 
other hand, this may not be in the interest of accounting firms or consultants who 
may benefit from the need to provide professional judgment later in contract 
negotiations and in annual audits and performance reviews. More generally, 
the average taxpayer or citizen may not be well served by accounting systems 
that mask the creation of public sector obligations, which are effectively non- 
cancellable, but whose appearance as liabilities in the accounts of public sector 
bodies depends upon the application, at the margin, of subjective quantitative and 
qualitative estimates (Mayston, 1998; Rutherford, 2003; Heald, 2003). 


I think the one concern that we had, which was addressed, was the fact that they should 
try to make sure that any kind of quantitative analysis was only one part of the accounting 
analysis of any PFI transaction. In the qualitative analysis it was also important to look 
at the motives of the parties involved and the economic impact of the transaction. That 
it wouldn’t necessarily always be sufficient just to do a numeric risk analysis. (A) 


This concern reflects the difficulty of operating principle-based accounting 
standards such as FRS 5. They have to be applied to specific economic events, 
thereby overcoming the ambiguities and uncertainties of the standard. 


FRS 5 is such a substance-written standard, written very much at the principle level and 
I think it’s right that it should be. The technical note is trying to put that into positive 
words. If you put it into detailed rules the danger is you actually defeat the application 
note. Somebody will just miss all of the rules. So it took quite a lot of effort to try and 
get agreement between the Treasury and the ASB as to the wording of the application 
note... We were trying to turn a principle into words without making it full of loopholes. (C) 


The revised Treasury Technical Note (TN 99) was issued in June 1999, four 
months later than had been indicated on the Treasury Task Force website in 
December 1998. This delay can, in part at least, be attributed to the time taken by 
the TTF to agree to the wording of the TN with the ASB in order to ensure their 
support for it. 


Eventually we took the technical note through to the board, though in theory we didn’t 
have to. We could have just taken [it] through the FRAB. We wanted to have the 
assurance that what we were doing was in line with the application note. So it was at the 
end of March IJ got a letter from David Tweedie [providing] some wording to be put into 
the Treasury press release. Then there was the issue of retrospection. We wanted not to 
apply retrospection. We took that to the FRAB but they came up with a very strong ‘no’. 
I guess what we wanted to avoid was having to go back and pay advisers again to say what 
their advice would be now under [the revised technical note]. (B) 


The regulatory outcome of these events may be interpreted as a compromise 
solution that was satisfactory to both the ASB and the Treasury. The ASB was 
able to resist any challenge to the principle-based structure of FRS 5. The Treasury 
was able to reinterpret the application of the AN in TN 99 and maintain is pre- 
eminent position as the instigator of U.K. public sector accounting regulation. 
However, any intention of the Treasury to keep PFI deals off public sector entity 
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balance sheets has been less than wholly successful with only 43 per cent of PFI 
deals by value reported as remaining off-balance sheet at April 2003 (Treasury, 
2003, p. 25). 


DISCUSSION AND CONCLUSION 


The observed phenomenon of publishing accounting statements that represent 
an entity’s financial activities is governed in the U.K., as elsewhere, by a set of in- 
corrigible rules. These rules, in both the private and public sectors, may sometimes 
be seen to be ‘arbitrary, complicated and misleading’ (Revsine, 1991, p. 16). They 
are produced through a social process and the explanation of why any particular 
rule is promulgated lies in the various social actions that have shaped it. An 
important part of this understanding lies in appreciating the process that is used 
to develop the rules. 

When seeking an understanding of why an accounting standard was issued with 
its particular form and content, the question arises as to the depth of investigation 
that is required: ‘concentrating attention exclusively on manifest influence, one 
often underestimates (and may entirely miss) the influence of an important actor’ 
(Hussein and Ketz, 1991, p. 62). This article analysed the events leading to the 
development of the accounting policy for PFI. Observing the production of regu- 
latory proposals and the written reaction to such proposals that are released into 
the public domain is straightforward and is the basis of most research of account- 
ing standard setting. However, it is clear that there is substantial discussion 
between regulators and interested parties throughout the process, much of which 
is not in the public domain. We found a comprehensive and continuous process 
of activity within an extended network that intermittently extends into the public 
domain once an item is admitted to the published agenda. Once agenda entrance 
is achieved the informal activity continues alongside the more formal process. In 
some instances the existence of the informal processes will intrude into the public 
domain; for example, comment letters on exposure drafts may refer to informal 
contact with the ASB. There is also iteration between the informal and formal 
processes as each influences the other. 

The outcome, in this instance, was a compromise solution in which FRS 5 
remained intact and the AN was passed through in a form that was somewhat less 
restricted than the ED. Not only was the Treasury an active participant in the 
informal lobbying processes after publication of the ED but it revised its technical 
note, following the addition of the AN to FRS 5, to provide guidance to public 
sector entities on how PFI payment streams and risk allocation might be struc- 
tured to keep assets and obligations off the public sector balance sheet. Com- 
promise appears inevitable because neither the Treasury nor the ASB had the 
necessary power to force through an agreement that would be unacceptable to the 
other; rather, the compromise can be explained by the influence that each body 
was able to exert over the other during the development of the AN and its trans- 
fer to the public sector through the revised TN. The maintenance of principle- 
based accounting standards, such as FRS 5, is essential to this influence. It allows 
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the development of more detailed guidance, such as the AN and TN 99, which do 
not conflict with the overriding principles of the standard but which provide flexi- 
bility in its practical interpretation. 

We view the Treasury as the principal regulator of public sector accounting 
from both de jure and de facto perspectives. The legal basis for their control of 
U.K. public sector accounting regulation is contained in the Government 
Resources and Accounts Act of 2000, which states that “The Treasury shall exer- 
cise the power to issue directions [in respect of the RAMP (s. 5(3)). De facto 
control is evidenced by the limited extent of due process in the revision of the 
technical note. The Treasury website gave only a few weeks for interested parties 
to make comment on the proposals. We are not aware of any public record of the 
discussions or comments resulting from this process. Furthermore, our interviews 
suggest that the ASB’s discussions with the public sector were largely limited to 
representatives of the Treasury. The Audit Commission and the National Audit 
Office both provided comment letters to the ASB on the ED proposals and both 
had been involved in earlier discussions with the ASB. The role of the NAO has 
been considered by Broadbent and Laughlin (1999, 2002) and we support their 
assessment that the NAO is taking an increasingly important role in determining 
how value for money and risk transfer is operationalized in PFI deals. However, 
it is apparent from our interviews that neither the Audit Commission nor the 
NAO was a major player in the development of these accounting rules, although 
they both played important roles ex post as auditors of public sector financial 
statements and in their value-for-money audit capacities. Additionally, the NAO 
has influence in the application of these accounting rules mrouen its observer 
status on the FRAB. 

The Treasury played a significant role in the development of PFI accounting 
rules, using both its observer status on the ASB and its subsequent leadership in the 
construction of TN 99. As an executive department of the government, the Treasury 
may not be considered, constitutionally, to be the ideal body for determining the 
regulation of U.K. public sector accounting. Effectively it creates a form of self- 
regulation of accounting rules. There is, however, some limitation of the power of 
the Treasury arising from the advisory role of the FRAB and through the 
influence of the ASB in the cross-transfer of regulation from the private sector. 

The limited participation of public sector entities in submitting written com- 
ments on accounting regulatory proposals and the lack of sophistication when 
comments are submitted has been mentioned previously. However, this lack of 
successful participation at the formal stage of lobbying may not be critical. The 
public sector in the U.K., at least as represented by the Treasury, has other ways 
of influencing the regulatory outcome by informal participation in standard 
setting and through control of the transfer of regulation into the public sector. 

There are several limitations of this study. It has examined the production of an 
amendment to a single financial reporting standard and this may limit the extent 
to which the findings can be generalized, even within the U.K. However, the inter- 
viewees have provided general descriptions of events to reveal processes that 
seem likely to apply to other accounting standard setting systems. Inclusion of the 
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transfer of the regulations into the public sector highlighted the lines of contact 
and influence that exist between the ASB and the Treasury. The study has relied 
upon interviews with those involved in the regulatory process rather than using 
comment letters as its principal source of evidence. This presents the uncertainty 
that it is not known whether the interviewees’ comments reflect truly their under- 
standing and perception of the process. There may be limitations on the extent to 
which they might speak frankly of their involvement. However, we have found 
the three participants’ recollections to be consistent with each other. There is no 
reason to believe that they would have agreed their versions beforehand, but in 
any event, it would be naive to believe that written comment letters are not 
discussed within and between respondent organizations prior to the final version 
being sent to the regulatory body. 

There is no pure evidence out there, unsullied by considerations of personal 
and organizational interest. There is also no possibility of arriving at a complete 
explanation of why a particular event has occurred. In this context we can draw 
on Weber’s distinction between ‘observational understanding and explanatory 
understanding’ (Craib, 1997, p. 48, emphasis in original). Observational under- 
standing notes that an event has taken place, such as the issue of the AN, while 
explanatory understanding goes further in seeking to identify the underlying 
causes. However, there are a multitude of influences, some of which can be as 
ephemeral as the atmosphere providing the background against which the discus- 
sion takes place. For example, while the AN was being developed from the ED, 
David Tweedie was quoted as saying that the accounting rules must ensure that 
‘Parliament is not mislead over the extent of the payments it is committed to 
make in the future’ while the Treasury was confident that its approach ‘is the 
correct basis’ (Accountancy, 1998a, p. 14). Later it was reported that “The Treasury 
has warned that it will defy the Accounting Standard Board’s rules on accounting 
for Private Finance Initiative projects’ (Accountancy, 1998b, p. 15). Even the 
participants may not be able accurately to express the role of such comments or 
the arguments they reflected and their contribution to the exact form of the 
observed outcome. 

The eventual compromise between the ASB and the Treasury arises from the 
allocation of their responsibilities within the private and public sectors in the 
absence of a sector-neutral standard setting. The ASB must maintain confidence 
in its due process; it must construct accounting standards that are developed 
solely for the private sector while perhaps attempting to influence the adoption of 
its standards in the public sector at a distance. The authority of the Treasury in 
the context of public sector accounting is not in doubt. It may attempt to influence 
the scope and requirements of ASB standards but knows that it may put aside 
problem areas of private sector accounting by the process of their reinterpretation 
for the public sector. 

This study has done what Patton (1990, p. 423) suggests qualitative research 
may achieve. It has made the ‘obvious obvious’ in that it confirms the publicly 
observable process of accounting standard setting. It has also contributed to 
making the ‘obvious dubious’ in showing that published comment letters provide 
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only a partial explanation of why a final accounting standard may differ from the 
related exposure draft. Finally, it makes the ‘hidden obvious’ where it has 
revealed unseen influences on the process that might previously have been only 
surmised. All these matters should be borne in mind when seeking to understand 
how a particular outcome of the accounting standard setting process has come 
about. 
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Govern(mentality) and Accounting: 
The Influence of Different Enlightenment 
Discourses In Two Spanish Cases 
(1761-1777) 


New perspectives in accounting history have uncovered previously un- 
attended relations between accounting and government. Earlier Foucauldian 
analyses of governments have not explained sufficiently the relations of 
accounting practices to governmental discourses in order to manage 
populations. 

This work uses the governmentality frame to analyse the role of 
accounting in two organizations located in the south of Spain in the sec- 
ond half of the eighteenth century: the New Settlements of Sierra 
Morena and Andalucia (NSs) and the Royal Tobacco Factory of Seville 
(RTFS). The period studied is remarkable because it-was the apogee of 
the Enlightenment in Spain. From the standpoint of government, this 
period facilitated a new way to manage populations. The present work 
has drawn on Foucault’s concept of governmentality in order to discover 
how accounting worked in two government-supported organizations 
independently of the discourses that pervaded each one. Drawing on the 
reticulation of the space, the use of rules and accounting from the gov- 
ernmental perspective, we analyse those institutions. 

The article concludes that the reticulation of space is an essential 
apparatus to exert action at a distance; the rules are a type of govern- 
ment technology; and, overall, accounting is a practice for the mastery of 
the population independently from the discourse of the institution. 


Key words: Accounting; Governmentality; History; Spain. 
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and Radcliffe, 2003). Specifically, Foucauldian analyses have illuminated the role 
of accounting as a source of power in the hands of organizations and governments. 
The Foucauldian power~knowledge frame has been applied to various nineteenth- 
and twentieth-century events and institutions (Loft, 1986, 1993; Hoskin and 
Macve, 1988, 2000; Hopper and Macintosh, 1993; Hoskin, 1998; Carmona et al., 
1997). And Foucauldian analyses of governments have uncovered the capacity of 
accounting to manage populations at a distance by using governmental knowledge 
(Miller and O’Leary, 1987; Miller and Rose, 1990; Rose, 1991; Rose and Miller, 
1992; Miller, 1994). 

However, management and accounting literatures are still generally under- 
developed on the way in which governments manage people in order to achieve 
their goals (Jackson and Carter, 1998). As Miller (1990) suggested, further studies 
of the interrelations between accounting and the state may help us to understand 
the way in which accounting practice is related to the discursive nature of govern- 
ment. As Armstrong points out: ‘Most existing examples of this new approach... 
assume that accounting practice depends on the prior existence of a discourse 
which makes it thinkable. This assumption need not be correct and there is much 
work to be done on the relationship of discourse to practice’ (1994, p. 50). From 
such analyses may emerge a better understanding of the practices that have 
underpinned the role of mentalities in government—-governmentality—in institu- 
tions with different discourses across history. 

Accordingly, this work uses the governmentality frame to analyse in depth how 
accounting practices are related to governmental discourses in two governmental 
organizations located in the south of Spain in the second half of the eighteenth 
century: the New Settlements of Sierra Morena and Andalucia (NSs) and the 
Royal Tobacco Factory of Seville (RTFS). The NSs were a government- 
sponsored social experiment with two main objectives: to modernize agriculture, 
and to reinforce the security of a camino real (royal highway), a major commercial 
route between Cadiz and Madrid. The RTFS was a main tobacco production 
centre in Spain and was under the authority of the Tobacco Agency at Madrid, a 
public institution that dealt with tobacco production, distribution and tax collection. 
The tobacco tax was the most important revenue source for the Crown in the 
eighteenth century (Artola, 1982), and the management of the factory was closely 
followed by the Ministry of the Royal Treasury and even by the king (Carmona 
and Macfas, 2001). These two cases illustrate two complementary strands in 
Enlightenment economic discourse at the court of Carlos II: agronomy and 
cameralism. The main discourse at the NSs was agronomic. As Anes pointed out, 
‘the enlightened’s attention to farming, concern over the quantity of harvests and 
censure of the landlords responded to a scarcity of cereals, high prices and the 
difficulty of feeding villages and cities’ (1990, p. xxvii). The NSs could be under- 
stood as a source of ‘scientific’ solutions for the problems of agriculture in Spain 
as a whole. The RTFS had a cameralist management bent on minimizing costs in 
order to maximize income for the royal treasury and thus for the state. 

The period covered represents the apogee of the Enlightenment in Spain. From 
the standpoint of the government, this period brought a new way to manage 
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populations (Foucault, 1991). Top government leaders tried to solve the country’s 
problems by using a standard scheme underpinned by an economic discourse: 
They detected a problem; they analysed the problem and its causes; and finally, 
they implemented a solution. From King Carlos HI downward, every member of 
the government subscribed to Enlightenment ideas (Sarrailh, 1992). At the NSs 
and the RTFS, different discourses were dominant. At the same time, in both 
organizations, there emerged similar mundane accounting practices that helped 
government to manage and mould individuals (Rose and Miller, 1992). It follows 
that accounting practices are thinkable apart from the discourses that use these 
practices. Therefore, the article contributes to literature by studying in depth the 
relations of discourses to accounting practices. As Armstrong (1994) proposed, 
accounting practices can exist without a previous discourse that calls for, and 
gives sense to; them. 

This article continues archival work based on records of the NSs (Alvarez- 
Dardet et al., 2002) and RTFS (Carmona et al., 1997, 1998 and 2002; Alvarez-Dardet 
et al., 2002). The present study differs from the preceding works principally in its 
aims. The previous study of the NSs (Alvarez-Dardet et al., 2002) analyses the 
relationship between accounting and government activity in Enlightenment Spain. 
Of the four articles on the RTFS, the first one studies accounting inside a wider 
disciplinary system to prevent tobacco smuggling (Carmona et al., 1997); the second 
examines the implications of accounting from an institutional theory perspective 
(Carmona et al., 1998); the third focuses on the reciprocal influences between 
accounting and physical spaces in the factory (Carmona et al, 2002); and the last inquires 
into quality control over the production process (Alvarez et al., 2002). 

This study reviews the primary sources used in the previous works and draws 
on additional and extensive archival material relating to both cases. The analysis 
of the NSs is supported by material from the Archivo Histórico Nacional 
(National Historic Archive, AHN) and the Archivo General de Simancas 
(Archive of Simancas, AGS); the Archivo Histórico Provincial de Jaén (Provin- 
cial Historic Archive of Jaén, APHJ); and the Biblioteca Nacional (National 
Library, BN). The analysis of the RTFS is supported by the AHN and the 
Archivo Histórico de la Fabrica de Tabacos de Sevilla (Historic Archive of the 
Royal Tobacco Factory of Seville, AHFTS).! Secondary works that have exam- 
ined these cases from sociological, economic and historical points of view have 
been used to corroborate evidence and provide background. 


1 All the primary sources are cited in the same way: abbreviation of the archive, section, box number. 


The National Historic Archive, in Madrid, contains the documents of the Spanish administration 
from the fifteenth century onwards. in more than 80,000 bundles. The Archive of Simancas, in the 
city of Simancas, close to Madrid, contains documents about the public administration from the six- 
teenth century on. The Provincial Historic Archive of Jaén, located in Jaén, close to Madrid, con- 
tains bundles with information regarding the New Settlements of Sierra Morena and Andalucia. 
The National Library is the largest library in Spain; it contains the plans of various public institu- 
tions in Spain. The Historic Archive of the Royal Tobacco Factory of Seville, one of the largest 
private business archives, is located in the original Royal Tobacco Factory building in Seville, now 
owned by the Altadis European Tabacco Company. It contains documents concerning the factory 
from 1636 to 1950, in around 4,000 bundles. This archive is organized in two main sections: a his- 
toric one covering the period from 1636 to 1887 and an intermediate one from 1887 to 1950. 
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According to Foucault, governmentality is “The ensemble formed by the institu- 
tions, procedures, analyses and reflections, the calculations and tactics that allow 
the exercise of this very specific albeit complex form of power, which has as its 
target population, as its principal form of knowledge political economy, and as its 
essential technical means apparatuses of security’ (Foucault, 1991, p. 102). Dean 
(1999) offers a complementary definition: Governmentality is a method for ana- 
lysing government, assuming that governing is done in a rational way. Foucault 
contended that the eighteenth century witnessed a change in ideas of how to govern 
that implied ‘the development of strategies of vigilance, the rationalization and 
schematization of human behaviour and the functional sharing out of individuals 
in strict and stable spaces, where each one must play a preordained role’ (Oliveras, 
1998, p. 63). This suggests the creation of a new way of government based on dis- 
cipline and knowledge. Governmentality is the social application of the power- 
knowledge and disciplinary techniques revealed by Foucault in earlier stages of 
his career (Danaher et al., 2000, pp. 82-3). 

Knowledge ‘is thus central to these activities of government and to the very for- 
mation of its objects, for government is a domain of cognition, calculation, experi- 
mentation and evaluation’ (Rose and Miller, 1992, p. 175). The improving and 
embracing of such knowledge produces a discourse: a set of linked and historically 
confined ideas, embedded in texts, utterances and practices, that concern proce- 
dures for finding, producing and demonstrating ‘truth’. Foucault argued, ‘Rela- 
tions of power cannot themselves be established, consolidated or implemented 
without the production, accumulation, circulation and functioning of a discourse’ 
(1980, p. 93). Foucault’s interpretation incorporates action and practice (Hooper 
and Pratt, 1995). Thus, governmental knowledge is implemented as political 
rationalities. As Gordon explains, in order to intervene in the life of the popula- 
tion, government needs ‘the creation of an exhaustively detailed knowledge of the 
governed reality’ (1991, p. 10). 

This knowledge is part, then, of the activity of the government. As in the specific 
case of psychiatry, the knowledge is moulded in and assumes a political structure 
(Foucault, 1994a, p. 116). The government takes for granted the knowledge, which 
thus influences political practices and the governed population (Foucault, 1994b). 

In governmental terms, subjects who manage political rationalities are known 
as experts (Radcliffe, 1999). Experts formulate, and thus create, new problems for 
the government through problematization. In this process, the experts seek out 
difficulties and conceptualize them in problems, which will be related to a group 
of responses (Foucault, 1994b). The power of the truths that experts enclose in 
their discourses legitimates the solutions that they offer in order to solve the 
problems of the population (Rose, 1991). 

From the experts’ proposed responses to the problems emerge government pro- 
grams, or as Foucault pointed out, ‘sets of calculated, reasoned prescriptions in 
terms of which institutions are meant to be reorganized, spaces arranged, behav- 
iours regulated’ (1991, p. 102). Programs are not simply formulations of wishes or 
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intentions. As Rose and Miller (1992, p. 182) recognize, ‘programmes lay claim to 
a certain knowledge of the sphere or problem to be addressed', and this know- 
ledge is used in the name of a particular theory that belongs to a discourse, to a 
particular political rationality. Programs, then, make sense in terms of the polit- 
ical rationalities that support them (Miller and Rose, 1990). Miller and Rose (1990, 
p. 4) pointed out the ‘programmatic character of governmentality’; government 
elaborates programs in order to reform reality, since rulers consider that reality is 
programmable. 

Foucault explains that ‘we must distinguish between power relations under- 
stood as strategic games ...in which some try to control the conduct of others... 
and the states of domination that people ordinarily call “power”. And between 
the two, between games of power and states of domination, you have technologies 
of government’ (Foucault, quoted in Rabinow, 1994, p. xvii). To analyse govern- 
ment, we must disentangle complex linkages among procedures for representing 
and intervening (Dean, 1999). From a governmental point of view, technologies of 
government intervene in the existence of a population. These technologies cover 
‘the complex of mundane programmes, calculations, techniques, apparatuses, 
documents and procedures through which authorities seek to embody and give 
effect to governmental ambitions’ (Rose and Miller, 1992, p. 177). Technologies 
of government allow shaping, normalizing and instrumentalizing the conduct of 
others in order to achieve the objectives that governors consider desirable, always 
working in the name of a government program. 

Foucault outlined the components of both disciplinary techniques (the part) 
and governmentality (the whole), but he did not specify the links between them 
(Robson, 1992). To make sense of the technologies of government as part of 
government activity, accounting literature has used mainly the ideas of Latour 
(1987), who offers a connection through the concept of action at a distance. By 
watching over distant places and persons, powerful actors can successfully enrol 
and mobilize persons, procedures and artefacts in the pursuit of their goals. Tech- 
niques of government involve ‘the exercise of a form of intellectual mastery made 
possible by those at a centre having information about persons and events distant 
from there’ (Miller and Rose, 1990, p. 9). The information about population flows 
to this centre, which is, in Latour’s terms, a centre of calculation. Government 
depends upon calculations in one place about how to effect things in another. 
‘Events must be mobilized and accumulated in a central locale, where they can 
be aggregated, compared, compiled and calculated about’ (Rose, 1991, p. 676). 
Accounting “provides a form of knowledge that may have a greater potential for 
action at a distance than many others. The quantities of accounting inscriptions by 
no means entirely secure the legitimacy of accounting as a measure of value’ 
(Robson, 1992, p. 685). It plays a key role as a means of controlling individuals 
through the management of information, creating a powerful tool in the hands of 
government. 

Given that reality changes, government uses programs in order to normalize 
the daily life of the population. In order to verify the implementation of pro- 
grammatic solutions and the response of the population, government uses the 
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calculations and language of accounting. The programs become useful because 
accounting language creates the images needed to control the population. Also, 
the ability of accounting numbers to be written down, calculated and mobilized 
(Robson, 1992) makes possible control at a distance, thus solving the problem 
of space. Accounting gives worth to rules (Hopper and Macintosh, 1993), and 
accounting is related to space (Hopwood, 1990; Miller, 1992; Loft, 1993; Walsh 
and Stewart, 1993) in governmental terms. 

Our description of the cases of the NSs and R TFS is based on space, rules and 
accounting. The reticulation of space is an essential apparatus to exert action at 
distance; the rules are a type of government program; and accounting is a techno- 
logy of government. We describe the cases in terms of the space, the rules and the 
accounting they developed. 


THE SETTING: ECONOMIC DISCOURSES AND PUBLIC 
ADMINISTRATION IN SPAIN, 1767-1777 


Historically, the Enlightenment constituted a sharp change in the conception of 
the Western world,’ and its consequences pervade twenty-first-century society 
(Foucault, 1991; see also Dreyfus and Rabinow, 1983). From a political perspec- 
tive it meant a modulation in the way that individuals thought. Adherents of the 
Enlightenment rebelled against the traditional ethos, and against nobility and 
clergy as leaders in that ethos (Domínguez Ortiz, 1988), yet the enlightened culti- 
vated the king as the main source of power to implement their ideas (Lluch, 2000). 
Thus the Enlightenment resembled earlier attitudes in its despotic character, though 
its aims were different. Enlightenment thinkers tried to change the old institutions 
of the state. It is therefore interesting to grasp the relationships of Enlightenment 
thinkers to the army, economic discourses and the public administration. 


Economic Discourses Influenting the Government of Carlos LI 
During the period 1761-77, two main economic discourses pervaded Europe: 
cameralism and agronomy. In the governments of Carlos UI, neither discourse 
dominated. | 
The cameralists assumed that good government was mostly a question of 
resources—that is, a question of increasing government income and minimizing 
waste. Their main aim was to subJect what had previously been the Royal Treas- 
ury to management by members of the government as a State Treasury. In Spain, 
this change was in process during the third quarter of the eighteenth century. It 
followed logically that the treasury should be supported by taxes recovered from 
the subjects of the king (Domínguez Ortiz, 1990), and should be managed for 
their benefit. The writings of the cameralist German diplomat von Bieldfeld 
(including his most influential work, Institutions politiques) reached and were 
shared by the members of the government of Carlos III around 1768 (Lluch, 
1990). Respecting the resources of the state, Bieldfeld wrote, ‘We are drawing up 


2 For the Eastern world see Wittfogel (1976). 
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a “plan exactly calculated that surrounds all the urgencies of the state, establish- 
ing an order among the needs” ’ (quoted in Lluch, 1990, p. 76). In general, camer- 
alists wished to minimize ‘luxury spending’ and maximize the efficiency of ‘useful 
expenditures’. In any decision concerning the requirements of the state, the objec- 
tive was the growth of the population, its wealth and strength. As the Ency- 
clopédie put it, “The good of the people must be the great purpose of government. 
By the laws of nature and of reason, the governors are invested with power to that 
end’ (article on government, cited in Ricci, 1979). 

The taxes flowing into the Spanish Royal Treasury did not balance the expen- 
ditures, a problem that various ministers attempted (unsuccessfully) to solve 
during the reign of Carlos HI (Garcfa-Cuenca Ariati, 1990). The main expenditure 
was that on the army, which in this period reached 77.5 per cent of total spending 
(Lluch, 1990). Accordingly, the army was exposed to a huge rational cutting of its 
expenses and to various experiments in techniques of oversight, including 
accounting techniques; see, for example, a 1768 instruction (Historic Service of 
the Army, SHM, Instrucciones, 1768). However, at the same time, attempts were 
made to improve state income from diverse sources. In fact, cameralism and 
agronomy were in theory complementary, in that agronomy aimed at creating rich 
farmers who could pay taxes to maintain the state. 

Two of the main supporters of agronomic ideas in Spain were Pedro Rodriguez 
de Campomanes (1723-1802), for over twenty years attorney of the Council of 
Castilla, and Pablo de Olavide (1725-1803), a Lima-born intellectual with wide 
connections among Eurcpean intellectuals who would develop an essential role in 
the NSs and whose gatherings Campomanes and other intellectuals attended. 
Given their personal contacts, it is not surprising that they shared ideas about 
agriculture and economy; reports written by Olavide were used by Campomanes, 
and vice versa (Llombart, 1976). Both aimed at offering solutions for what they 
perceived to be the problems of agriculture in Spain. The fundamental problem 
was thought to be scarcity, and its causes were thought to be dependence on the 
weather, taxation variations among Spanish markets and poor communications 
among markets. The agronomists’ preferred solutions included: 


e Population increase, which would increase the wealth of the state. 

e Minimizing land devoted to ranching, and improving land devoted to agriculture. 

e Protecting small farmers from landlords by lengthening lease periods and link- 
ing lease prices to harvest sizes. 

e Abolishing taxes on products ‘imported’ across provincial boundaries within 
Spain, to improve distribution. 


Campomanes (1976, pp. 68-9) argued that the implementation of these solutions 
could create a new and important class of taxpayers. 

One result of the merger of cameralism and agronomy was colonialism (Oliveras, 
1998), which pervaded Europe in the last third of the eighteenth century. Spain, 
which during the sixteenth century had been the pioneer in colonial develop- 
ment, during the eighteenth century was influenced by Great Britain and Prussia 
in ways that stimulated the development of some colonial projects, among them 
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the NSs. These projects assumed that increasing population would increase (taxable) 
wealth and thus strengthen the nation. Colonial projects, however, involved 
considerable investment, a point of potential tension between cameralism and 
agronomy. In 1768 the Royal Treasury Minister wrote to Olavide: 


You told me that in this year the main expense at the New Settlements would be finished, 
and now you tell me that you will need the same resources for the next year from the 
King. The bills of the Crown are higher and higher. The money from America is needed 
there and it is also needed here; thus it is necessary to minimize, in all possible ways, any 
kind of non-urgent expenditure ... As things are going, a huge expenditure at the settle- 
ments is unavoidable, and if we.reach the final phase, it could mean that the expenses 
would exceed the utility... Try to avoid these expenses to the Treasury, which are the 
main cause of the ruin of monarchies (Letter from the Royal Treasury Minister to 
Olavide, 27 September 1768, AGS, Secretaría y Superintendencia de Hacienda, box 497) 


A central issue for the arrangement of government proposals was the notion of 
order. The cameralist Von Justi understood government as having three axes— 
police, politics and the state economy—all of which existed in an influential 
mercantilist context (Lluch, 1990). Von Justi wrote in 1761, ‘a state properly 
constituted ... must be absolutely similar to a machine, in which wheels and gears 
are adjusted with precision; the governor, thus, will be the manager, the main 
cause or the soul—if this expression can be used—that starts all the assemblage 
into movement’ (Escudero, 1999, p. 140). In order to actualize these ideas of order 
and machine, two important tools emerged: information about government, and 
military influence. Von Justi, Bieldfeld and the Viennese scholar Von Sonnefeld 
devised mechanisms of government control through information, applying these 
mechanisms first in Central Europe and then disseminating them to the rest of 
Europe. As Rose points out, they constructed 


a vital link . . . between a politics of calculated administration of the population—with the 
ends of wealth, public order, virtue and happiness—and information. There can be no 
well-ordered political machinery or enlightened administration, they argue, without a 
knowledge of the state of the population, and the numbering of persons, goods, activities, 
births, crimes, deaths, and much else provides the material on which administrative 
calculation can operate. (Rose, 1991, p. 676) 


In such emphasis on knowledge, together with the idea of order, Enlightenment 
thinkers had common grounds with the army. For example, the cameralists noted 
the army’s support for implementing Enlightenment-influenced government poli- 
cies such as the improvement of a free market in bread in Aranjuez (Madrid) 
(Lluch, 2000). As a result of the application of cameralist discourse, the army was 
reorganized, and various control devices supported by regulations were devel- 
oped in order to improve its efficiency. In turn, military ideas were applied to the 
distribution of non-military space, following the notions of order and rationality 
that were legacies from the Roman epoch (Oliveras, 1998). 

As Oliveras (1998, p. 63) has argued, these ideas of order and distribution of 
space stemmed from the common problem of control over the population: 


When a large number of individuals are to be organized, the authorities exercising 
institutionalized power must counteract any dangerous tendencies arising from the 
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concentration of a large number of individuals. Military camps supported spatial designs 
that allowed the stability, order and social security desired by the enlightened... the 
military camp is traditionally a space that sorts out, implants, and minimizes individual 
freedom. Through the ordered distribution of the tents and the streets that cross 
themselves vertically, done to give perspectives from the entries, drawn trying not to 
disturb visibility, but to improve it, it is possible to quantify and control the inhabitants. 


Public Administration 

The Spanish state during the period 1761-77 had two main administrative institu- 
tions that were complementary: the Ministerios (ministries) and the Consejo de 
Castilla (Council of Castilla). Both structures covered all areas where the govern- 
ment could operate, and in general there were no disputes between them. During 
the period covered by this study, there were four ministries (Escudero, 1999): Jus- 
tice, War, Marine and Colonies (which included jurisdiction over commercial 
shipping as well as the navy), and the Royal Treasury. The Council of Castilla 
could take part in any ‘important affair’ regarding the state (De Castro, 1996). As 
a consequence, its level of activity was defined by the attitude of the Council’s 
president. During the main part of the period covered by this study, the president 
was the Count of Aranda, a vigorous man who tried to expand the Council’s 
sphere to absorb all possible work (Escudero, 1999). One of the most important 
posts at the Council was that of the Fiscal (attorney). Its main aim was to protect 
the public interest, which was sometimes confounded with the royal interest. The 
attorneys were members of the Council. They could inform and advise on any 
subject, but they could not take decisions; however, through their informational 
function, the attorneys influenced all the decisions of the Council. During the 
period covered by this study, Campomanes was the most prominent attorney of 
the Council (De Castro, 1996). 


THE TWO CASES 


The Enlightenment discourses of cameralism and agronomy attempted to solve 
the problems of Spanish society by rationalizing and ordering the main institu- 
tions of the state. The NSs, as a new Enlightenment project, and the RTFS, which 
experienced changes in its localization, spatial distribution and management, were 
pervaded by these new discourses. 


The New Settlements of Andalucia and Sierra Morena 

The person appointed by the government of Carlos HI to manage the NSs was 
Pablo de Olavide, commissioned as superintendent. Olavide, as an Enlightenment 
thinker, believed that the best way to change the attitude of his age was to ration- 
alize these enterprises and produce economic success. 

The NSs constituted an experiment with a twofold objective. One aim was to 
create economically viable farms, using new and avant-garde techniques; the 
other, to settle a new population, establishing a viable social structure. To attain 
these objectives, Olavide resorted to two known structures: the military and the 
municipal. The military structure was uséd to design devices for managing and 
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controlling the economic activity developed in the NSs. The municipal structure 
was applied to satisfy the social needs of the new towns. Both structures were 
linked, and both adopted high degrees of hierarchical structuring, centralization 
and role definition (tipa et al., 2002). 

The superintendent, who appointed two subdelegates—one for the NSs of 
Sierra Morena and another for those of Andalucia—dominated a hierarchy char- 
acterized by high centralization and discretionary power for Olavide. The produc- 
tive function defined the organizational axis, from the superintendent to the 
new farmer, or settler, through a subdelegate, a director and an inspector (see 
Alvarez-Dardet et al., 2002). 


Space Once the reformers chose zones to locate the project, military engineers” 
mapped the approximately 324 square kilometres of territory (Deforneaux, 1990), 
sharing it out and placing villages. The zones were divided into villages or 
parishes and departments. The parish was a minimal administrative unit for the 
lowest levels of social control and management and was managed by a director. 
The parish was divided into three, four or five departments, minimal productive 
units, each under the supervision of an inspector (see Figure 1). Each department 
had fifteen, twenty, or thirty houses at most, together with land parcels assigned 
to families of the settlers (Oliveras, 1998). 

The parcels were distributed along the Camino Real in order to improve secu- 
rity on that road (along which South American silver was transported to Madrid). 
The distribution was carried out in strict correspondence with the ideas of order 
and rationality that Enlightenment thinkers wanted to impose as a social model. 
Accordingly, the main rule of the NSs, called the Fuero (see below), forbade the 
splitting of parcels and their sale. Boundaries of parcels were marked using 
signals and landmarks, which were registered in a book for each village or parish. 
A minimal distance was established between two parishes—around six kilometres, 
depending on topography and productivity of land. Finally, settlers (who were 
imported mainly from Switzerland, Germany, France and Holland) were aggre- 
gated according to their languages, so that they could practise the Catholic reli- 
gion adequately. 


The Fuero and the Instructions Even though the settlers had migrated mostly as 
nuclear families rather than in larger groups with pre-existing ties, there was some 
potential for cultural conflict between them and the authorities, or even rebellion, 
once they were settled on their new lands, given the aggregation by native lan- 
guage and the fact that they had been among the poorest members of their natal 
societies. Thus political necessity converged with the Enlightenment mentality to 
ensure that the design of the experiment emphasized rules. The main rule of the 
NSs was the Fuero de Población (Law-Code of Population, Fuero), developed by 
Campomanes and Olavide and first published 4 July 1767 (Fuero, 1767). The 
Fuero compiled in detail the functioning rules of the new project, giving all power 


3 Olavide took with him somè of the best military engineers of the time, including Simon Desnaux 
(Captain of the Engineers Corps), Carlos Lemaur and Joseph Branly (AHN, Inquisición, box 3601). 
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Figure 1 


MAP OF ONE OF THE PARISHES 
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Crossing the territory, form left to right, can be seen the Camino Real. The black points are occupied 
parcels. The black squares are the locations of the inspectors. The large one is the location of the 
director. Source: BN, Manuscript 7294. l 


to the superintendent, who reported to the Council of Castilla in the Primera Sala 
de Gobierno (First Governance Room) and, in economic matters, to the Super- 
visión General de la Real Hacienda (General Supervision of the Royal Treasury) 
(art. 52 of the Fuero). Olavide appointed all the employees for the NSs and set 
their wages (arts 18 and 20). Also, he could stipulate benefits that would be given 
to settlers (arts 35-49). Moreover, he was free to choose and delegate to any 
employee (art. 51). Finally, an army of approximately 130 soldiers was assigned to 
support his activities in the initial years (art. 37). 

Each parish had a town council—in the early years composed of soldiers and 
dominated by the director, after 1771 composed of settlers and led by a mayor— 
which performed a set of public functions (Oliveras, 1998). Each village also had 
certain standard municipal roles filled by Spanish officials: ‘priest’, “doctor and 
surgeon’, ‘teachers for children’ and other roles more specific to the colonies, such 
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as ‘storekeeper’ (a post paid for by the Royal Treasury in order to safeguard and 
control all purchases for the NSs) (List of employees of these New Settlements of 
Sierra Morena, AHN, Inquisición, box 3604). There was a concerted effort to His- 
panicize the settlers by teaching both Spanish and the Catholic faith, as well as to 
teach improved techniques for working the land. All teaching was done in Span- 
ish, with the priest usually serving as interpreter when necessary. The expenses of 
such efforts at moulding mentality, however, were not separately labelled in the 
accounts; rather, they appear to have been taken for granted as part of the normal 
functioning of the-colonies. 

The high level of formalization in the organizational structure is reflected in 
Olavide’s adoption of the same metaphor used by Von Justi: The NSs were a 
‘well-adjusted machine’ (Letter from Olavide to the Royal Treasury Minister, 
September 1769, in AHN, Fondos Contempordneos, Ministerio del Interior, box 
328). The control structure of the project did not allow any malfunctions that 
could modify previously stated objectives. In fact, the more important tasks in the 
organizational structure of the project were written down in rules called Instruc- 
ciones (Instructions)—for example, the rules governing the activity of the director 
or the inspector. Also, as will be shown, the Accounting Office had its activities 
scheduled. 

Generally, through the Fuero was stipulated a whole complex of functioning 
rules. However, operative control was based mainly on instructions. The most 
important was the Instrucción que debe ser observada por los Inspectores de estas 
Nuevas Poblaciones en sus respectivos Departamentos (Instruction for Inspectors), 
which was published in 1767 (AHN, Inquisición, box 3601). The Instruction for 
Inspectors explained and defined, in detail, how to develop operational control in 
order to produce a constant and comprehensive oversight that would lead to 
achieving the objectives. This Instruction completes the organizational design shown 
in the Fuero, ruling the Department and the person in charge, the inspector. 

The Instruction for Inspectors detailed how to apply (partly) new agricultural 
techniques and daily control. The inspector was responsible for the care of a little 
group of parcels or families of settlers, with a maximum of between twenty-five 
and thirty families. The Instruction defined a minimal area of land to be broken 
each day by settlers, who were organized in work teams coached by the inspector. 
These teams had to break all the parcels, working a parcel per day. Obviously 
group work was functional in the extremely strenuous initial breaking of the raw 
land, but while no direct evidence has survived, we suspect that the practice was 
also continued at the beginning of subsequent growing seasons, as there continued 
to be new waves of settlers as well as newlywed couples assigned to raw land. 
The work was organized in a way that allowed visual control (see Figure 1, where 
each black square was the inspector’s location). There was a standard minimum 
task (the work quota), so that if anyone finished his task early, he could go back 
to his own parcel. However, if a settler left his work quota unfinished he- could be 
punished, with the penalties ranging from being shackled to gaol. These penalties 
were always imposed at public festivities, which were the standard Spanish 
Catholic feast days. In this way, the Enlightenment thinkers tried to mould the 
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settlers to the new ideas of social order and discipline applied in the project, bear- 
ing in mind the weighty role of the settler in the colonies. 


Accounting Accountants per se played a secondary role in governmentality at 
the NSs, but accounting itself played a primary role, as Olavide managed the 
colonies mainly by using accounting and control systems. As has been shown, the 
rules gave the superintendent high discretionary power. He was the main receiver 
of both accounting and non-accounting information. The Fuero also regulated 
the control system, establishing an Accounting Office that—-together with a Pay 
Office (art. 4 of the Fuero)—audited cash movements (art. 3 of the Fuero) and 
registered parcels, other resources and people (art. 26 of the Fuero). But the main 
objective of the Accounting Office was to give the superintendent ‘all the infor- 
mation with the clarity and subdivision that he needed’ (Accounting Office 
Instruction, 1767, AGS, Secretaria y Superintendencia de Hacienda, box 496). 
The settler was one of the keys to the control system. With around 6,000 set- 
tlers, they were easy to quantify and control, so the number of settlers was an eco- 
nomic indicator giving insight into a whole set of questions. All sorts of activities 
used the settler as a unit of measure: amounts of money paid to suppliers who 
escorted the settlers from Central Europe to Spain; benefits given to settlers when 
they arrived at the NSs and others given later; labour in the breaking of land; and 
the definition of parcels, houses and departments, among others. And efforts were 
made to mould the settlers, behaviour towards the proposed objectives of the NSs 
(Alvarez-Dardet et al., 2002). We do not have evidence, but we believe that disci- 
plinary problems, such as slacking off or desertion (the settlers were contracted to 
remain on their lands for ten years), were also recorded and reported to higher 
authority. l 
After the settlers were checked at the Spanish harbour, the pay officer there 
signed a receipt for the settlers delivered in each consignment, describing the 
number and type of settlers received (age, gender, status in the family, prove- 
nance, skills and confession). The contractor who escorted the settlers to Spain 
used this receipt to draw his payment for those settlers. At this moment, each set- 
tler was given a number and settlers were grouped for transportation to the NSs. 
Once the settlers arrived at their destinations, they were checked again and 
were assigned to their parcels. Taking information from the settlers (again age, 
gender, status in the family, provenance, skills and confession) and information 
concerning the parcels assigned, an employee made a record card for the 
Accounting Office and a copv for the Secretary Office. Monthly, each Pay Office 
in each port harbour made summary reports of settlers arrived that were checked 
against the files managed by the Accounting Office and the Secretary Office. 
After the settlers reached their parcels, the inspector had to begin his activity 
with a detailed census of each parcel and family, located on a map where parcels 
and families were identified with a number. The settler had to know that number 
and to be prepared to give it at any moment when he or she was asked for it. The 
inspector registered all this information in a book, the Libro de Distribución 
(Distribution Book), whose first page contained a map of his Department. The 
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following pages described the parcels (one family for each parcel and page of the 
book), with details about the occupying family (e.g., age, gender and kinship 
between them). The last page of the Distribution Book was an index of all par- 
cels, showing occupied and empty parcels and listing also the name of the head of 
each family and the number of its parcel. The purpose of this information was not 
Just to get an exact idea of the population in order to construct a general census, 
but also to locate the settlers within each Department. 

Control over the settlers required a complex information system for the crea- 
tion of the census. Information about the settler flowed in this way. First, inspec- 
tors reported each four days via a standardized statement giving information 
about births, deaths, deserters and new enlistees, including information on vari- 
ous key ages used to assign benefits to settlers. Using this information, the pay- 
master (who managed all supplies and payments given to the settlers) updated his 
files on the settlers. Second, the War Commissioners were in charge of making 
monthly checks on the census of settlers, which was reported to the Accounting 
Office by age, gender, parcels and Departments. Third, the Secretary Department 
received reports from the hospital and priests, taking account of births, weddings 
and deaths (to encourage population increase, the authorities offered free land to 
newlyweds). As a result, the Secretary Office, the Paymaster and the Accounting 
Office updated their detailed records monthly, making all the changes needed to 
coordinate all the archives and establishing a single detailed census (see Figure 2). 
This check was ordered expressly by Olavide, who thought the coordination of 
those points was the only way to know at any moment the census of settlers and 
the needs for benefits for the next period (AHN, Inquisición, box 3604). 

These benefits, bread and prest (money), were taken from a military tradition: 
Soldiers were paid with a piece of bread and a sum of money (Terrón, 1997). 
Bread and prest were given to settlers free of charge until they were able to work 
land and obtain the harvests needed to sustain them. Up till then, settlers received 
a ration of bread and prest every four days. These two payments were the main 
expenses at the NSs in the initial years. For each delivery, paymaster and inspec- 
tor filled out a report summarizing bread and money spent in each Department, 
making calculations about daily spending on each settler. The deliveries took into 
account three age levels—under ten years old, between ten and sixteen, and six- 
teen years old and over—with payments increasing in proportion to age. The 
inspectors reported deliveries, classifying settlers by age and the total amount 
delivered in bread and prest. Settlers in the hospital received a daily amount of 
prest and a piece of bread. | 

Agricultural activity was controlled initially through the performance in break- 
ing the land. In 1768 Olavide appointed a surveyor to register this evolution 
through differently coloured maps. Once Olavide received this information, he 
sped up the lagging departments by exhortations to the inspector and punish- 
ments for the settlers (AHN, Inquisición, box 3601). | 

As settlers began obtaining harvests, it was necessary to control productivity. In 
the early years, they had been allowed to retain their whole harvest. But it was 
essential for Olavide to know whether the settlers could sustain themselves. So 
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FIGURE 2 


MONTHLY REPORT ON SETTLERS 
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The rows are parishes and the columns are number of individuals, increase in the number of indi- 
viduals, decrease in the number of individuals and total number. Source. AHN, Inquisicén, box 3601. 


from:1770 onwards, at the beginning of each autumn, the storekeeper delivered 
seeds for sowing to the inspector, filling out a document that specified the seeds 
delivered and the settler who would receive them. The settler received this docu- 
ment from the inspector and signed it, making him responsible for them. Once the 
settler obtained his harvest, ke carried it to a communal threshing floor, where it 
was split into two quantities, one equalling the seeds delivered to the-settler the 
previous autumn, and the rest, which was restored to the settler. The seeds replac- 
ing those advanced the previous autumn were returned to the storekeeper. Taking 
account of all this information, the inspector filled out a statement reporting on 
the productivity of his: Department. The Accounting Office received this report 
and summarized the reports for the entire parish. Then a report was delivered to 
Olavidé showing the productivity of all the parishes (AHN, Inquisición, box 3604). 
This systém not only allowed measurement of both productivity and household 
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consumption of grain, but also standardized the quantity and quality of seed sown 
(with Olavide functioning as the technical expert) and prevented settlers from 
hoarding grain for personal use or bypassing the state-controlled market. 

Olavide thus knew the settlers’ ability to produce enough grain and the needs 
for bread and prest for those who were still non-productive (AHN, Inquisición, 
boxes 3606 and 3607). In 1770 he issued the Instrucción para la sementera de 1770 
(Instruction for the sowing of 1770), which began a practice of classifying the set- 
tlers into three groups: first, those who had achieved ample harvests and should 
repay the seeds advanced the autumn before; second, those who had obtained 
minor harvests and did not have to return the seeds advanced; finally, settlers who 
had obtained only a tiny harvest, for whom Olavide decided to continue the bread 
and prest system. On 22 May 1772, Olavide sent a letter to the Minister of the 
Royal Treasury in which he explained this practice, arguing that even though he 
had tolerated such low harvests in 1770, he now felt that those settlers should 
be dismissed (AHN, Inquisición, box 3606). Some months later, he decided to 
release them (AHN, Inquisición, box 3605). 

Olavide also received calculations about the amount of seed lost to fraud by the 
settlers. One type of report (see Figure 3) registered the amount of seed delivered 
to the settlers and compared it to the expected yield calculated by land surveyors 
(ABN, Inquisición, box 3608). The use of these calculations gave the system some 
flexibility to make allowances for differences: in fertility among the parcels. 
Olavide also managed information in order to set prices at a tax-free market 
established at the NSs, and to prevent the settlers from selling on the side at cut- 
rate prices (AHPJ, Colonización de Sierra Morena, box 8011). In general, then, he 
closely tracked information about the settlers’ production. 


The Royal Tobacco Factory of Seville 

The tobacco monopoly was established in Spain in 1636; thus, from the beginning, 
the production and sale of tobacco were not free for private individuals in Spain. 
This was because the Royal Treasury Minister noticed early on that resources 
could be collected from taxing tobacco even though this meant the appearance of 
a parallel black market (Carmona et al., 1997). In the seventeenth century the 
operating of the tobacco monopoly was rented to private individuals, although 
there was a failed attempt at direct control by the state in 1684-5, during the 
Hapsburg dynasty. 

In 1701, with the new Bourbon dynasty, there was a pervasive reform of 
Spanish public administration. Partly, the new regulations aimed to control and 
manage the tobacco monopoly from within the government. This control was 
actualized by a royal decree dated 2 December 1730 (Rodríguez Gordillo, 1990) 
that created the Tobacco Agency, an arm of the Royal Treasury Ministry. To 
detail operational control over the monopoly, the Agency in turn issued two main 
instructions, in 1744 and in 1761, that ruled activity in the Royal Tobacco Factory 
during the period of this study. 

During the 1740s and 1750s the proportion of state income that came 
from tobacco taxation approached 30 per cent (Artola, 1982). This monopoly 
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FIGURE 3 


A REPORT ABOUT FRAUDULENT EXPENDITURE OF SEEDS 
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comprised the import of raw material (mainly from the Americas), the manufac- 
ture of tobacco products and the distribution of them in the market. 

Tobacco leaves were imported into Spain from the Americas by the Havana 
Company (partially owned by the Spanish Crown) before being transferred to the 
RTFS for manufacturing into snuff and cigars. Once completed, snuff and cigars 
were sent for distribution to regional administrations that were coordinated by 
the Tobacco Agency (Carmona et al., 1998). Branches located in the main cities of 
Spain, each with a responsible clerk, formed a distribution network. Each branch 
had a warehouse; from there, the tobacco was distributed to the selling points. 
The Tobacco Agency then transferred tobacco revenue to the Royal Treasury 
(Carmona et al., 1998). The production process was performed in the RTFS, 
although. in the second half of the eighteenth century there was a smaller cigar 
factory in Cadiz that was fully dependent on the RTFS. Likewise there was a 
small factory dependent on the tobacco monopoly in Havana, which manufac- 
tured a semi-finished product known as Polvomonte de Indias—snuff originally 
dried in Cuba (Rodrfguez Gordillo, 1993). 


” t+ = 

ae rl *':. 
rai at = 

z 


à — F `. 
197 `: / 
. 
r 
i ri i 
i 4 
t w i - ie a .` 
- _ © te 
` 


| d 


: x * >Y 42 
E. s 


ABACUS 


The American tobacco leaves were analysed at the moment of entrance into the 
RTFS in order to classify them according to—among other features—points of 
origin, quality, colour and size (Rodríguez Gordillo, 1993). The manufacturing 
process for cigars was based on handwork, as each operator carried out the entire 
Job of rolling the tobacco leaves into cigars according to predetermined conver- 
sion rates. After an initial training period that lasted several months, cigar makers 
were hired by the week, and the salary of each operator was determined on the 
basis of a piece-rate system under which the operator received a wage only if 
he produced, at a minimum, the expected number of cigars of the right quality 
(Carmona et al., 1997). 

In the snuff workshops operators were hired daily at a fixed wage according 
to their occupational category. In general, workers who produced snuff required 
physical strength and a certain skill in operating mills and tending to the horses. 
The process of manufacturing the snuff powder was carried out in seven stages 
referred to by old Spanish names: Azotea (drying),* Monte (first milling), Moja 
(mixture), Entresuelos (airing), Repaso (second milling), Fermentación (packaging) 
and Distribución (distribution). The Azotea was the terrace where the tobacco 
was dried, usually under shelters to protect it from direct sunlight. In Monte the 
tobacco leaves were brought in for grinding to produce an initial snuff powder. In 
Moja the snuff powder was moistened and mixed with other materials, such as 
fruit juice, and in Entresuelos the snuff was aerated, always in dark and ventilated 
rooms, to evaporate the excess moisture. In Repaso the product was brought in 
for further grinding (fine grinding) to produce a finer powder fit for public con- 
sumption. In both Monte and Repaso the tobacco was sieved to take off the small 
sticks. In Fermentación the snuff was fermented and then packed in tins, and 
finally, in Distribución the finished product was stored until it passed to the distri- 
bution network (AHFTS, 1761 Instruction). 

The Tobacco Agency enacted regulations called Instrucciones (Instructions) to 
standardize the production process, the internal organization of the RTFS and 
the responsibilities of the different posts in the factory. These rules defined the 
best technical knowledge of tobacco production as well as the specifications for 
the finished products, high quality being one way to prevent competition from the 
products of the black market. 

The highest officer of the RTFS was a superintendent appointed by the king. 
The second level of the hierarchy comprised the controller or Contador and the 
production manager or Director de Labores. The controller substituted for the 
superintendent in his absence and was responsible for the administration and 
accounting of the RTFS. The production manager was responsible for the produc- 
tion process and the quality of the finished products; therefore, he had to be a 
technical expert on tobacco production. The Tobacco Agency Board appointed 
both controller and production manager. 

The extent of tobacco smuggling is important to a proper understanding of the 
RTFS system for control over workers. Smuggling emerged because of two 


‘ This phase was not run for the Polvomonte de Indias tobacco. 
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FIGURE 4 


THE DESIGN OF THE ROYAL TOBACCO FACTORY OF SEVILLE 
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factors. First, high taxation, and therefore high prices in the official market, gen- 
erated a black market in tobacco. Second, the workers’ wages were not high,” so 
they tried to cache tobacco outside the factory. In order to prevent this tobacco 
loss, a guard corps escorted the raw material from the river port to the factory, 
watched over the building itself and escorted the finished product until it was out- 
side the city. The doorkeeper, who was required to inspect all parts of workers’ 
bodies at the exit of the factory, had authority under the factory regulations to 
gaol workers found smuggling tobacco; a special prison was built for this purpose 
in the factory area. As in the NSs, space, rules and accounting played a significant 
role in order to manage people. The Tobacco Agency tried to delimit workers in 
the RTFS not only by space but also by instructions and the accounting system. 


Space The RIFS was the most important tobacco factory in Europe. It was . 
located in the largest building constructed in Spain in the eighteenth century, and 
sheltered around fourteen hundred workers. Its final design was a consequence of 
a discussion between Enlightenment military engineers® and Tobacco Agency 
managers during the second quarter of the eighteenth century (see Figure 4). 


5 The superintendent’s salary was eighteen times higher than that of an average operator. 


6 Such as Ignacio Sala or Diego Bordick (Gutiérrez Hidalgo, 1993). 
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The building’s enclosure characteristics can be analysed from both external and 
internal perspectives (Gutiérrez, 1993). In 1770 a protective moat was dug, which 
gave the building the appearance of a castle. Although the building was isolated, 
it nevertheless had good communications both with the river port, to facilitate 
access to raw materials, and with the main road of the city, to facilitate distribu- 
tion of finished products. The building had only one external entrance, which 
linked the outside with a central patio to which all the main departments had 
access. The design of the building required tobacco to pass through this patio 
whenever it moved from one department to the next in snuff production. 

Auxiliary services, such as stables, tin workshops, carpentry and smithy, were 
located close to the main departments in order to facilitate intercommunication 
when it was necessary. The workshops were formed by repetitions of modules 
consisting of four columns and a dome. The diaphanous space of this structure 
facilitated surveillance of workers from any place. Besides, these modules could if 
necessary be used for mills, workshops or stores merely by moving thin walls. In 
order to avoid the risk of fire, the building was built of stone, and workshops had 
wide windows in order to minimize expenditure on torches in daytime and the 
danger of fire. Tobacco stores had small and high openings because tobacco 
needed to be stored in darkness. 

The design of the RTFS embodied the objective of control over workers and 
materials. To control the tobacco flow, factory managers located the tobacco scale 
close to the centre of the building in order to measure the flow of tobacco from 
one department to the next in snuff production. They placed the accounting 
offices close to the door of the building in order to control entrances and exits of 
materials and workers. Similarly, the stableman was housed close to the stables, 
and the office of the cashier was close to the entrance to facilitate payment of 
workers. Factory managers were also interested in visual control; thus the build- 
ing was designed to give the superintendent a view of the central patio from his 
house. Also, in this patio were located the production manager’s offices, so that 
all the activity could be controlled visually. Symbolically, the chapel was on the 
right of the factory entrance, the prison on the left. 


Instructions Workers were controlled through Instructions signed by the general 
director of the Tobacco Agency (or sometimes even by the Royal Treasury 
Minister). Their objective was to regulate responsibilities of each post in the factory, 
defining the documentation required in each of the departments and the neces- 
. sary know-how to produce snuff and cigars. The Instructions were used to manage 
important changes and solve specific problems. Furthermore, in order to encour- 
age workers to internalize managers’ values with respect to quality and efficiency, 
these Instructions were to be read aloud by a foreman to the workers while they 
worked—a process that must have taken some time, given their length. 

The Instructions in the RTFS were both global and detailed, but all of them 
flowed from the regulation which created the Tobacco Agency. They made refer- 
ence to whole production phases (e.g., milling) and auxiliary services (e.g., car- 
penter’s shop) and defined the responsibilities of all members of the organization, 
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but they also outlined a number of minor activities including work dress, the indi- 
vidual responsibilities of each member of the accounting offices and timetables for 
the entrances and exits of workers of each department in summer and winter. 
Rules encouraged physical control over materials and workers—for example, 
there were rules for scaling tobacco and searching workers—and punished unsuit- 
able behaviours such as drinking wine, playing cards, napping during the workday 
and otherwise slacking off. These punishments ranged from verbal warnings, 
through fines and threats of dismissal, to prison (Carmona et al., 1997). The 
Instructions also specified formal records, like bookkeeping entries and exits of 
materials and workers, calculations of final products in stores and payments of 
wages and bills, that were used to foster a rational use of resources. 

The Instructions consistently maintained a typically Ancien Régime social dif- 
ferentiation (see Sarrailh, 1992) between ‘workers’ in workshops and ‘employees’ 
in offices. For example, employees were to wear quasi-military uniforms in order 
to maintain the honour of their offices; ordinary workers wore chamacas (cheap 
jackets) made from the sacks in which the tobacco had been shipped from Amer- 
ica (AHFTS, Instruction 1761). Employees were paid monthly and had stable 
jobs; workers were hired and paid by the day and had no job security (Gutiérrez, 
1993). In order to restrict the movement of individuals and improve worker pro- 
ductivity, it was forbidden to move from one department to another, and as a way 
to control this, workers had to wear a letter according to the department in which 
they worked: an A if they were working in Azoteas, an M if they worked in Monte 
and so on (AHFTS, Instruction 1779, 56). Workers had to be searched in view of 
everyone, while emplovees were to have more discreet treatment. In summary, 
Instructions were focused on the general organization of the factory, defining 
responsibilities at each level of the organizational structure and tae technological 
process of every product; but by continuously controlling workers’ behaviour, 
they also aimed at controlling workers’ mentality. It is surely relevant here that 
the factory had its own chapel and religious brotherhood. In terms of organiza- 
tional culture it is also relevant that new jobs went mostly to the sons of older 
workers, who began as menial labourers and were promoted into the more highly 
skilled jobs, in a hierarchy where highly skilled ae and smiths occupied 
the top ranks. 


Accounting ‘The objective of accounting was to control investments made by the 
Tobacco Agency in the RTFS. Thus, the factory Accounting Office sent to that 
agency monthly reports on the movements of tobacco inside the factory and 
weekly reports on the movement of cash, as well as controlling the activities of 
workers at the factory. 

From an internal perspective, accounting was a tool that helped factory man- 
agers to guarantee the security of the tobacco. Thus, accounting registered not 
only entrances of tobacco into the factory and exits from it, but also movements of 
tobacco among different production stages (Carmona et al., 2002). This tracking 
made possible cost calculation and control of the tobacco flow within the factory 
(see Figure 5), so that it was possible to know the stocks in each stage of the 


201 


ABACUS 


FIGURE 5 


CONTROL OF THE TOBACCO FLOW IN THE FACTORY 
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The title says: “There has passed from the Stores of Packaging to the Stores of Distribution with my 
intervention the following tobacco...’ Source: AHFTS, Series 3.4.4.3. Box 1732. 


production process. Periodically there was a general reweighing with the objective 
of verifying accounting data. With regard to personnel control, managers daily 
compiled a table by which they monitored the workers in each department, 
recording their salary categories (see Figure 6). 

The Interventor (internal auditor)—who reported to the controller—was in 
charge of physically checking the internal transactions between different phases 
of the production process, and he too recorded the movements of tobacco within 
the factory. Thus, the controller verified data given by the Accounting Office 
against the parallel accounting made by the auditor. If any difference was found, 
it was necessary to correct the mistake. In this way, the controller could send an 
exact report to the Tobacco Agency. 

The accounting process was as follows: When it was necessary to pass an 
amount of tobacco from one phase of the production process to the next, a trusty 
handed over the tobacco, another one received it and the auditor went to the 
scale. The trusty who handed over the tobacco recorded in his book an exit of 
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FIGURE 6 


CONTROL OF INDIVIDUALS 
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The title says: ‘Summary of wages’. The rows are the different departments at the RTFS and the 
coloumns are the different levels of wages. Source: AHFTS, Series 3.4.2.1. Box 1381. 


tobacco; the trusty who received it recorded in his book an entrance; and the 
auditor registered in his parallel books an exit for the department that handed 
over the tobacco and an entry for the department that received it. Monthly, trust- 
ies and auditor sent the information to the Accounting Office. Once it reached 
there, the controller compared both accounts, and when they were matched he 
formed the summary accounts that were sent to the Tobacco Agency in Madrid. 
But it was in the cigar factory where accounting was used in more depth as a 
way to mould individuals’ attitudes, as part of governmentality. The trusty would 
record and control the tobacco given to the workers. Although quality-control 
records do not seem to have been kept for individual workers, there was a conver- 
sion rate, a standardized number; the trusty could predict an exact number of 
finished cigars to be produced by each worker. This conversion rate was used as 
a measure of workers’ efficiency in the use of raw materials. In addition, workers 
had to produce cigars of gocd quality; otherwise they were not paid and had to 
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make them again. Thus, accounting induced the cigar makers to value quality and 
disfavour waste. 


DISCUSSION AND CONCLUDING REMARKS 


In this article we have studied accounting practices in two Spanish government- 
sponsored organizations in the second half of the eighteenth century using the 
governmentality frame, or social application of the power—knowledge and discipli- 
nary techniques. The governmental ideas of Foucault (1991, 1994b) offer an 
approach to analyse the ways in which governments try to manage people to 
achieve governmental aims (Rose and Miller, 1992). 

Both the New Settlements of Sierra Morena and Andalucia and the Royal 
Tobacco Factory of Seville managed important populations, both were related to 
production processes, and both were supported by the government. The NSs, with 
6,000 settlers, tried to set an example for the rest of the country in order to solve 
the problems of agriculture, improving, and so controlling, farming by means of 
new techniques in a population devoted to increasing productivity at the source. 
The RTFS, with around 1,400 workers, aimed to maximize the tobacco tax, a main 
source of state revenue, by controlling handwork and the movements of materials 
in order to minimize waste and theft in processing a limited supply of raw mate- 
rial (Carmona et al., 1997). In both cases, applying the relevant discourse (agro- 
nomic or cameralist) carried important risks; in the case of the NSs, the economic 
risk may have been smaller, but if the project failed there would be 6,000 indigent 
foreigners roaming the countryside asking for alms. And in both projects the pres- 
tige of the king and of the enlightened members of the government was at stake. 

The enlightened governed in Spain by using economic discourses and informa- 
tion. Political rationalities (Rose and Miller, 1992) were focused on how to manage 
a distant population and were based on two different discourses. Agronomy uncovered 
the problem of the scarcity, price and distribution of wheat and its economic and 
social consequences, allowing the emergence of the New Settlements as an experi- 
ment to evaluate rationally potential ways to solve this problem. Cameralism 
warned that the treasury needed resources to fund governmental policy; the 
RTFS was managed under this discourse to maximize the tax collection through 
rational, systematic control over quality, worker interactions and space design. 

These discourses were managed by the most important members of the Enlighten- 
ment government—-experts (Radcliffe, 1999)—in the NSs case members of the 
Council of Castilla, and in the RTFS case members of the Tobacco Agency and 
the Treasury Ministry, which were legitimated by their knowledge (Rose, 1991). The 
solutions proposed by the experts were developed into government programs, 
that is, rational and consistent directives based on discourses (Miller and Rose, 1990), 
which had implications for the population (Foucault, 1991), thus demonstrating 
the ‘programmatic character of governmentality’ (Miller and Rose, 1990, p. 4). 

Some common features emerge from both organizations in this study. At the 
New Settlements the most significant government program was the Fuero, written 
by Campomanes and Olavide; at the Royal Tobacco Factory it was the 1730 
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Royal Decree, which allowed the direct management of tobacco supply, produc- 
tion and distribution by the Tobacco Agency. The Fuero established, among other 
things, the distribution of space at the NSs; it also detailed municipal roles, pro- 
moted the Catholic faith and the Spanish language, gave high discretionary power 
to Olavide, and established an accounting office. At the RTFS, the Royal Decree 
allowed the Tobacco Agency to manage the Royal Tobacco Factory through 
instructions like the one of 1761. 

The technologies of government intervene in the life of the population in the 
name of the government programmes. As Foucault pointed out, technologies of 
government are the link between a strategy and influence over the population 
(Foucault quoted in Rabinow, 1994). If we consider the government program as 
the strategy, the technologies of government allow the program to manage the 
people. The technologies of government are procedures that are imbued with the 
daily life of the population and that, at the same time, can shape the behaviour of 
this population. The NSs were ruled through instructions, like the 1767 Instruc- 
tion for Inspectors, which directed the daily life of the population at the settle- 
ments, or the Accounting Office Instruction of the same year, which ruled 
accounting at the project. At the RTFS, the 1761 Instruction detailed procedures 
at each post, explained the framework of power, emphasized the role of the 
accounting office, and ruled the know-how of both tobacco production and 
accounting procedures. 

Some accounting literature has shown accounting as a technology of govern- 
ment, given its abilities to influence the people (Robson, 1991, 1992). Latour’s 
concept of action at a distance implies that accounting involves the mastery of 
people distant from a centre that manages them through information (Miller and 
Rose, 1990), which flows to the centre because centres of calculation ask for it 
when it is required. Accounting is part of this process of mastering the population. 

In order to verify the implementation of programmatic solutions and the 
response of the population, government uses the ability of accounting numbers 
to be written down and mobilized (Robson, 1992). The conceptualization of 
accounting as a mundane technique (Miller and Rose, 1990) allows for the 
(re)creation of accounting procedures in places far from the centres of cal- 
culation. Thus in the NSs Olavide asked for the same information from all the 
departments, covering an area of around 324 square kilometres; similarly, the 
Tobacco Agency in Madrid requested the same information regarding each worker 
at the cigar factory, 550 kilometres away in Seville. From such distant places, 
information will be sent to the centres of calculation, where, once aggregated and 
calculated, it will be used to create governmental knowledge and governmental 
action. Olavide used the censuses to control every person at the NSs; the Tobacco 
Agency knew if a worker was not producing the expected number of cigars. and 
both of these centres issued formal instructions. Thus, given its ability to make 
visible what is far away in space, accounting is part of action at a distance (Hopwood, 
1990; Miller, 1992; Loft, 1993; Walsh and Stewart, 1993; Carmona et al., 2002). 

As one of the technologies of government, accounting is related to space and 
gives worth to rules. Analyses of accounting as a technique of government should 
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TABLE 1 


NS RTFS 
Rules 


Exclusive jurisdiction applied to a concrete space Exclusive jurisdiction applied to a concrete space 
Penalties were imposed within sight of the rest of Penalties were imposed within sight of the rest of 


the settlers the workers 
Specific criteria for the admittance, expulsion and Specific criteria for the admittance, expulsion and 
promotion of the settlers promotion of the workers 
It used instructions to rule the activity It used instructions to rule the activity 
Space 
Design supported on military ideas Design supported on military ideas 
Reticulated spaces Reticulated spaces 
Boundaries well defined Boundaries well defined 
Restriction of the movements of the settlers Restriction of the movements of the workers 
Soldiers watched over the boundaries RTFS in-house guards watched over the factory 
Visual control was allowed from inspectors’ Visual control was allowed from foremen’s 
locations locations 
Accounting 
Centre of calculation: Olavide Centre of calculation: Tobacco Agency 
It was sent (and calculated) accounting It was sent (and calculated) accounting 
information to Olavide about human and information to the Tobacco Agency about 
material resources and their use for the aim of human and material resources and their use for 
the NS the aim of the factory 


consider both the regulation and the reticulation of space that it implies. In order 
to uncover the common features in the NSs and the RTFS, and as a summary of 
the rules, space and accounting examined in both cases, we present Table 1. 

We. have found some commonalities in the aiming of regulation at the NSs and 
at the RTFS: Both organizations had exclusive jurisdiction over an area and 
applied specific regulations different from those in force in the rest of the country; 
penalties had instructive aims (prison was used in both cases for idle people); 
there were specific written criteria for admittance, expulsion and promotion of 
people (for admittance, religion was a criterion for selecting the NS settlers and 
kinship a criterion for selecting new workers at the RTFS); and written instruc- 
tions were used to specify technical issues (as in the 1770 Instruction for sowing 
and 1761 Instruction for the RTFS). 

Regarding the distribution of space, too, both organizations faced similar issues. 
The ideas were developed by military engineers like Simón Desnaux or Carlos 
Lemaur at the NSs, or Ignacio Sala at the RTFS. The boundaries of the NSs were 
defined by rivers, trees and landmarks; those of the RTFS by the use of a 
moat, partitioning and the unique entrance. The military ideas and well-defined 
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boundaries allowed for a reticulated space, in parishes and departments at the NSs 
and in partitionable units of four columns and a dome at the RTFS. Both organi- 
zations restricted the movement of subordinates; at the NSs settlers could not 
leave their department and had to remember the number of their parcel, and at 
the RTFS workers could not leave their department and had to display an identi- 
fying letter on their clothing. In both organizations soldiers watched subordinates 
to prevent fraud. Accordingly, similar layouts were designed to let the inspectors 
at the NSs, or the foremen at the RFTS, watch over the settlers or workers easily. 
As has been remarked above, in both cases the distances from the centres of cal- 
culation were long, and the distribution of space reflected the departmentalization 
of the organization and the information to be sent from each department. 

In both organizations, accounting allowed centres of calculation to play an 
essential role by centralizing and using information. For the NSs, Olavide com- 
piled information on the population census, the productivity of the settlers, the 
grain harvested and sowed, and the grain fraudulently used by the settlers; for the 
RTES, the Tobacco Agency had information on the census of workers, the quality 
and quantity of cigar production, and the amount of tobacco products processed 
and of tobacco wasted in each phase of the production process. This centraliza- 
tion and mobilization of the accounting numbers allowed Olavide and the 
Tobacco Agency to exert action at a distance. 

But accounting went beyond this task, working also to mould the behaviour 
of individuals in both organizations. Thus, at the NSs, the Instrucción para la 
sementera de 1770 (Instruction for the sowing of 1770), which was based on 
Olavide’s calculations from information on harvests in previous years, subsequently 
allowed Olavide to dismiss from the NSs those whose production in 1772 was 
not the minimum established (AHN, Inquisición, box 3605). Using his detailed 
information about every settler in every department, the superintendent of the 
NSs could try to keep the good farmers and could dismiss those settlers whose 
attitude toward farming was not desirable. At the RTFS, the cigars trusty used 
past production data to establish a conversion rate that was then used to measure 
workers’ efficiency in the use of raw materials; also, the workers were not paid for 
poor-quality cigars and had to make them again (Carmona et al., 1997). Thus, 
accounting tried to induce the cigar makers to value quality and disfavour waste. 

An extension of this research could consider how the role of accounting 
changes under different political regimes. This work has dealt with the Enlighten- 
ment period, which differed significantly from previous regimes and from those 
of the nineteenth century (Dean, 1999). As some authors have pointed out 
(Foucault, 1991; Rose, 1991; Dean, 1999), liberalism presented a change from the 
previous governmental regimes of control over the population, and might have 
altered the role of accounting in government. More studies along these lines could 
enrich the analysis of how accounting is related to governmentality. 

In summary, in spite of the different discourses within different public organi- 
zations, governments use the calculations and language of accounting to try to 
manage and control the response of the population to governmental solutions. 
Moreover, accounting works to mould the population in the name of the discourse 
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that exerts this domination, irrespective of the specific organizational pur- 
poses, as has been shown in the cases of the NSs and the RTFS. This ability to 
mould individuals explains why accounting plays the same role in governmental 
institutions independently of the particular discourse that dominates each one. 
But, even more, accounting does not work in an isolated way. Accounting is 
supported by rules, which help legitimate the procedures that emerge from the 
centres of calculation (Stewart, 1992; Hopper and Macintosh, 1993). Accounting 
is also related to space, given the connections that have appeared in other studies 
as well as this one (Hopwood, 1990; Miller, 1992; Loft, 1993; Walsh and Stewart, 
1993; Carmona et al., 2002). 
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Notes of The University of Sydney 
Pacioli Society 


THE UNIVERSITY OF SYDNEY PACIOLI SOCIETY MEETING, 
22 JUNE 2004 


SUSTAINABILITY REPORTING IN AUSTRALIA: AN EMPIRICAL 
OVERVIEW 


This meeting of approximately sixty members, held at the University of Sydney 
Darlington Centre, considered the question, “Triple Bottom Line Reporting: Is it 
Working?’ The three speakers were Mr John Buttle, Professor Stewart Jones and 
Mr Tim Williams. John Buttle is a partner of Ernst & Young and part of the 
EY Environmental and Sustainability Team; Stewart Jones is a Professor of 
Accounting at The University of Sydney whose specialist research area is financial 
reporting; and Tim Williams is Senior Adviser Corporate Responsibility and 
Sustainability for Westpac Banking Corporation in Sydney, involved in all aspects 
of sustainability theory and practice. 

Although it is just over ten years since the term triple bottom line (TBL) was first 
used, the late 1990s witnessed a marked increase in the number of companies reporting 
on issues relating to environmental and social ‘impacts’ and ‘performance’ of a 
company. Yet many boards are still confronting important questions relating to their 
current reporting strategies and many others are currently considering the issue of 
whether to prepare a ‘full’ sustainability report. Major issues include: how should 
boards assess the costs and benefits of TBL reporting; how should TBL be integrated 
with a corporation’s governance and strategy; whether there is a need for the regula- 
tion of TBL reporting; and importantly, how should companies evaluate their own 
corporate environmental reports? These and other related issues were addressed 
at the Pacioli Society meeting. The talk by Professor Jones is reproduced below.* 


The sustainability/triple bottom line (TBL) reporting research project is a col- 
laborative project funded by CPA Australia. The project has three principal 
objectives, which are to: 


1. Assist in identifying and clarifying the interface/interaction between traditional 
financial-based accounting disclosures and sustainability/TBL oriented 
information; 


* This talk incorporated findings of a research project, Sustainability/Triple Bottom Line Reporting 
Research, by Geoff Frost, Stewart Jones, Janice Loftus and Sandy Van der Laan, undertaken on 
behalf of CPA Australia. Views expressed in this article are those of the authors and not necgssanly 
those of CPA Australia. 
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2. Enable the articulation of a policy perspective on the role of accounting infor- 
mation and accountants in either advancing or supporting the sustainability/ 
TBL Initiative; and 

3.- Provide an empirically based assessment of the actual or potential market, gov- 
ernance and institutional strengthening impact of sustainability/TBL initiatives. 


To achieve these objectives the following specific research tasks have been 
carried out: 

Task 1: To carry out a survey of current sustainability/TBL practices in Australia. 
The aim is to determine the extent and mode of sustainability/TBL disclosure from 
public companies, government business enterprises (GBEs) and local council authorities. 

Task 2: To provide an analysis of the performance of firms identified in the first 
task. This was undertaken to determine trends in the market performance of 
individual firms which adopt sustainability disclosure practices and to track the per- 
formance of funds which have a primary mandate to invest in ethical/socially 
responsible companies. 

Task 3: To identify any associations between capital market performance and 
sustainability reporting policies. The aim is to analyse associations between 
sustainability disclosure practices and stock returns. 

Task 4: To consider the empirical question in the sustainability/TBL corporate 
governance relationship. The aim is to determine whether there exists any asso- 
clation between sustainability disclosure practices and management practices 
which reduce risk of corporate distress/failure, as reflected in measures of the 
probability of financial distress. The results on each task are discussed briefly.’ 


Task 1: A Survey of Current TBL Practice in Australia 
As well as investigating current sustainability/triple bottom line (TBL) reporting 
practices in Australia a range of contextual issues, including recent developments 
in sustainability reporting frameworks (e.g., AA1000, GRI), is examined. However, 
this task is primarily limited to a fact-finding mission that entails a more descrip- 
tive analysis of the nature and extent of sustainability/TBL reporting in Australia. 
Private sector entities that prepare discrete reports on sustainability issues are 
identified from the Top 500 listed entities (based on market capitalization). Eight 
Commonwealth and eight state government business enterprises and thirty-five 
local government authorities are also included in public sector samples. 
The nature and extent of sustainability/TBL disclosures companies in the 
private sector sample are analysed using the global reporting initiative (GRI) 


1! At the time of presenting this study at the Pacioli Society meeting, only Task 1 and part of Task 2 
results were complete. However, the results on Tasks 2—4 were completed prior to the publication 
date, and are included in the discussion. We note that the CPA funded project also included an 
additional task (Task 5). This task entails a review of regulatory and professional sustainability/ 
TBL initiatives. The aim is to identify developments in regulatory and other guidance in accounting, 
auditing and governance in order to improve the transparency and management of the social and 
environmental aspects of a reporting entity’s activities. Further, Task 5 will provide an assessment 
of whether such initiatives feature in broader regulatory initiatives aimed at providing economically 
viable and sustainable solutions to problems of financial distress in the Asia-Pacific region. 
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framework. The GRI analysis only considers whether or not a particular GRI 
indicator was reported against by an entity, not the extent or level of detail 
provided. 

Only twenty-four listed companies (excluding Telstra, which was included in 
the Commonwealth GBE sample) provide discrete reports on sustainability/TBL 
issues. While many companies surveyed do make some form of social and/or envi- 
ronmental disclosure in the annual report, these are often policy statements, or 
limited to mandatory environmental and minimal health and safety disclosures, 
such as the number of davs lost through injury. Considerable diversity was evident 
in the scope and form of sustamability reporting practices adopted by the sample 
of firms analysed. The most common reporting framework adopted, or partially 
adopted, by reporting entities was the GRI, which was explicitly addressed by 
42 per cent of the sampled companies in this study. 

Sustainability/TBL reports prepared by Commonwealth GBEs typically took 
the form of disclosures in the annual reports which were available on the entity’s 
website. However, of the eight Commonwealth GBEs in the sample only Telstra 
provides discrete reports on sustainability issues. 

The sample of state GBEs operated primarily in the energy and water indus- 
tries. Half of the sample provided discrete reports on sustainability/TBL issues, 
and most of these reports were at least partially externally audited or verified. 

A sample of local council entities was also analysed. There are significant differ- 
ences in the responsibilities of councils as constitutional responsibility for local 
government lies with states and territories (NOLG, 2002). However, local govern- 
ment authorities generally have a role in governance, advocacy, service delivery, 
planning, community development and regulation. Examples of local government 
functions and services include engineering, recreation, health services, community 
services, planning and development (NOLG, 2002) 

With an explicit obligation, at the micro level, to provide social and environ- 
mental services one might expect councils to prepare and disclose substantial 
sustainability/TBL information. Further, access to information for some councils 
proved very difficult. Not all councils maintain websites and of those that do, 
reports and postings were often out of date. However, many councils prepared 
state of the environment reports, and disclosures about policies and programs 
were common. It is apparent that demands on organizations by stakeholders for 
information on their direct and indirect influences on the economy, environment 
and society are becoming more pressing as more decision making is being based 
on that information. However, given the largely sporadic, inconsistent and poten- 
tially (if said at all) opportunistic nature of sustainability reporting practices in 
Australia, more research is needed to identify ways to develop and formalize 
coherent sustainability/TBL reporting frameworks generally in this country to 
guide practice in this area. 


Task 2: An Analysis of the Portfolio Performance of TBL Disclosing Firms 


Do those twenty-four firms revealed in Task 1 have financial and market char- 
acteristics which differentiate them from their industry peers? And what is the 
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market return performance and returns volatility of the Australian ‘ethical’ fund 
management industry relative to key market indexes? 

The results provide evidence of systematic differences in the betona gas of 
the sample companies and relevant market benchmarks (i.e., the ASX 100, ASX 
300, All Ordinaries indexes). This relationship is most noticeable in respect of 
rate of return measures, cash flow performance, gearing, debt servicing and mar- 
ket valuation multiples. However, the results need to be interpreted with caution 
as they are subject to some inherent sampling biases which limit the external 
validity of the empirical results. Specifically, the sample is dominated by firms 
from specific sectors, particularly capital goods, materials and energy sectors. 
Furthermore, the sustainability reporting firms are predominantly large firms: Ten 
sampled firms (42 per cent) are in Australia’s top fifty firms (based on market 
capitalization) and 14 (58 per cent) are in Australia’s top hundred companies. 
Difficulties ensuing from the small sample size of individual firms identified in ` 
Task 1 (as issuing discrete reports on sustainability issues) has resulted in an 
extension of the research for Tasks 3 and 4 to include ranking of the top hundred 
firms based on disclosures against GRI indicators. 

The results also indicate that funds structured specifically towards ethically 
constrained investments or ethical, socially responsible or sustainability funds tend 
to underperform the market. This conclusion is based on a comparative analysis of 
the market return performance of a sample of ninety-two ethical investment funds 
relative to several market indexes. Evidence of underperformance is most con- 
spicuous in the short to medium term (up to three years of returns performance) 
but narrows over longer intervals of up to ten years. However, it was also found 
that the volatility of market returns (measured by the standard deviation of 
monthly returns) is also lower than all the major market benchmarks. While 
differences in returns volatility are not conspicuous in the shorter term, they grow 
more pronounced over longer periods (particular after the three years). When the 
returns performance of ethical funds is adjusted for volatility or risk, ethical fund 
performance was found to be only slightly below market averages over most of 
the sample periods explored in this research. 


Tasks 3 and 4: Market Adjusted Returns, Financial EOLA Credit Risk and 
Sustainability/TBL Disclosures 

Tasks 3 and 4 involved, first, development of a method for ranking the istai: 
ability reporting practices of the top one hundred ASX listed Australian firms 
based on the GRI index, an internationally recognized sustainability index used 
by many entities throughout the world. The GRI index score for each company is 
the number of GRI indicators in the environmental and social categories that it 
reported against in its annual report, discrete report or on its website. The maximum 
number of GRI indicators is forty. This GRI index provides a richer and more 
robust framework for analysing the association between sustainability reporting 
practices and financial and market performance- of a larger sample of firms. 


2 Returns were adjusted using the Sharpe ratio (see Sharpe, 1994). 
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Second, we examined associations between the GRI index and financial and mar- 
ket characteristics. Third, our analysis was extended to include a wider range of 
performance measures, including market adjusted returns and distress probabili- 
ties. 

Overall, the results indicate that there is not a strong statistical association 
between sustainability disclosures and market adjusted returns (measured as the 
difference between a firm’s raw stock price return less the return of the market as 
a whole). Using a multiple regression framework, we analysed the GRI index 
scores against the market adjusted returns of the top hundred firms over several 
monthly intervals, ranging from one month to sixty. Each time period was developed 
as a separate regression model and we calculated the t values, R squares and signific- 
ance levels for each model. Overall, the results indicate a negative relationship 
between the index and market adjusted returns over all periods examined (all the 
t values from the models are negative, which suggests a systematic negative rela- 
tionship). However, few of the t values were statistically significant, which suggests 
the coefficients on the GRI index variable are not significantly different from zero. 
Furthermore, the results were largely unaffected by the introduction of control 
variables, such as size, stock return volatility, earnings and industry background. 

However, a strong statistical relationship was evident between sustainability 
disclosure practices, as measured by the GRI index, and various financial per- 
formance variables. Variables most associated with the GRI index are: operating 
cash flow to total assets, cash resources to total assets, working capital to total 
assets, asset backing per share, retained earnings to total assets, capital expendi- ` 
ture to total assets, debt servicing capacity and price to book value. The sustain- 
ability disclosure was found to be positively associated with: operating cash flow to 
total assets, working capital to total assets, retained earnings to total assets, asset 
backing per share, debt servicing capacity and capital expenditure. Sustainability 
disclosure is negatively associated with: cash resources to total assets and the 
price to book value ratio. The lower cash position ratio is likely to be related to 
the relatively higher capital expenditure ratios of these firms. The lower price to 
book value ratio suggests that firms with a higher GRI index score are better 
priced (or conservatively valued) relative to other firms. 

There are some similarities and differences between the results reported in 
Task 2 and the results in Tasks 3 and 4 of the analysis. This is to be expected, given 
that this analysis is based on a regression analysis of the top ASX hundred firms 
where every firm is assigned a rating according to the GRI index, while Task 2 
compares only a limited subset of firms that issued discrete reports on sustainability. 
Notwithstanding these differences, the important message remains the same: 
There appears to be some compelling evidence of a systematic and positive rela- 
tionship between sustainability disclosure levels and financial performance. 

In order to examine relationships between the probability of firm financial dis- 
tress and sustainability disclosure levels, a distress prediction model was devel- 
oped from an extensive database of failed firms. We estimated a binary logistic 
regression model based on five years of company financial and market data 
between 1998 and 2003. We generated distress probability scores from the 
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specified model for each sampled firm and examined correlations between these 
scores and GRI index scores. The correlations (using the Spearman rank-order 
correlation coefficient) were found to be statistically significant and negative, sug- 
gesting that lower risx scores are associated with higher sustainability disclosure 
levels. However, these results should be viewed as preliminary. Future research 
could, for example, incorporate the GRI index as an explanatory variable in a 
formal distress model in order to test its explanatory and predictive power in clas- 
sifying financially distressed firms. 

Stewart Jones, The University of Sydney 
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The increasing prominence of International Accounting Standards and the con- 
tinuing drive for corporate accountability reinforce the need to address such 
questions as: 
What is the role of accounting standards? 
How effective is Financial Reporting? 
What is the purpose of the modern corporate report? 
Can financial communication be neutral? 

What is the impact of the internet on reporting by companies? 
A conference will be held at Cardiff Business School on 7 and 8 July 2005 to dis- 
cuss these and related topics. Papers are invited on all aspects of Financial 
Reporting and Business Communication. This includes empirical, case study and 
review articles on such topics as the measurement, disclosure, presentation, com- 
munication and impact of financial and business information contained in the 
annual reports and other business documentation in both the private and public 
sectors. Organizational, historical and international studies are welcomed. Details, 
including the titles of a selection of papers presented at previous conferences, can 
be found at: 

http://www.cardiff.ac.uk/carbs/conferences/past/frbc_2004.html 
Should you wish to have a paper considered for presentation at the conference, 
please send a 500-word abstract to the organizers by 1 March 2005. 
Mike Jones (tel: +44 (0)29-20874959 Email: JonesM12@Cardiff.ac.uk) or 
Howard Mellett (tel: +44 (0)29-20875704 Email: Mellett@Cardiff.ac.uk) 
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` EDITORIAL 


UPDATE ON INITIATIVES, INCLUDING QUARTERLY PUBLICATION 
FROM 2006 | 


This issue provides an opportunity to inform readers of another exciting development 
at Abacus. Next year will see quarterly publication. Issues will appear in March, June, 
- September and December. For nearly thirty-five years Abacus was published 
_ twice yearly. Beginning in 1998 Blackwell and the Accounting Foundation at The 
University of Sydney agreed to publish three times per annum. Submission 
numbers and quality of submissions have been maintained at healthy levels over the 
following years (see evidence in Editorial, February 2005, especially that reported 
in Ballas and Theoharakis, 2003) and hence it has been decided to further 
increase page numbers and issue numbers. 
With the accounting academy continuing to grow, Abacus will now have avail- 
. able 512 pages in order to pursue, as the June 2005 Editorial noted, research that 
= @xamines more than simply the explanation of practice. Priority will continue 
to be given to works that emphasize originality. The strategic move to a greater 
number of pages is part of a plan to continue to provide relevant works to the 
. ` journal’s 1,500 subscribers through print and consortial arrangements. With those 
° Subscribers extending to more than one hundred countries, Abacus will continue 
to emphasize ‘international studies on accounting’—clearly pertinent given the 
new millennial move to have convergence of international accounting standards 
by the middle of its first decade. 

To that end, a special forum issue of Abacus in 2006 will include several empir- 
ical works on matters related to the way European countries are coping with the 
convergence to an international financial reporting regime. Those papers will be 
presented and reviewed at an Abacus Forum, Contemporary Issues in Interna- 

- tional Financial Reporting, to be held at The University of Sydney (see announcement 
in this issue) on 1-2 December 2005. 
The forum will evaluate critically the methodology of large-scale international 
comparisons. This will include the effects of database choice on international 
empirical accounting research, and the economic context of accounting in markets 
_. that have rapidly integrated alongside the still partially segmented regulatory 

_ structures. The forum papers will then be peer reviewed for publication in Abacus. 
This is the first of a series of proposed international forum conferences to coin- 
cide with the move by Abacus to quarterly publication. Details of those proposed 
conferences and other initiatives will be given in the January 2006 issue. Initia- 
. tives are targeted to increase awareness of the journal amongst academics in the 
_ Asia Pacific region and in North America. The editorial board is to be expanded, 
_ With changes also to be announced early in 2006. Another initiative is that the 
` complete set of the back issues. of Abacus has been digitized and.is available to 
researchers in an e-accessible form (see announcement in this issue). 
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Returning to the current issue of Abacus, its subject matter and research meth- 
ods are varied, continuing its lengthy tradition of publishing eclectic research. It 
also typifies the spread of submissions worldwide (see Abacus Editorial, February 
2005). Two articles have Australian authors, with the other four European. 

The lead article seeks to explain why accounting innovations are often neither 
successfully implemented nor diffused throughout the organization. Abernethy 
and Bouwens develop a model to examine how the decentralization of choices 
influences resistance to accounting innovation. One of the major impediments to 
the successful implementation of accounting innovation is that these systems are 
generally used to serve the decision control needs of top management while at the 
same time purportedly supporting the decision management needs of lower level 
managers. 

Hartmann examines how task uncertainty, environmental uncertainty and 
tolerance for ambiguity affect managerial opinions about the appropriateness 
of accounting performance measures (APM). Evidence is provided that explains 
inconsistencies in the extent to which behavioural management accounting litera- 
ture is related to the appropriateness of APM under uncertainty. 

Potter overviews a body of literature developed over the last two decades 
depicting accounting as a social and institutional practice. Examining this litera- 
ture, he classifies its content and develops a broad, thematic framework directed 
to an understanding of the diverse and complex processes through which changes 
to the accounting domain can occur. 

Davutyan and Kavut explore the uses of data envelopment analysis (DEA) in 
an auditing context. They extend the innovative work by Bradbury and Rouse 
that appeared in the June 2002 issue of this journal. Applying DEA to data of a 
multinational, they explain how their results can be used to improve risk manage- 
ment, a critical issue in today’s world of corporate scandals. 

Bugeja et al. examine the fees charged for, and the quality of, expert reports 
prepared for target firms in Australian takeovers (1990—2000, inclusive). The 
work augments prior worldwide expert fee model research and also highlights the 
need in future research to develop better measures of expert report quality. 

Finally, Georgiou augments his Abacus contribution of 2004, investigating 
corporate management lobbying in the U.K. (ASB) accounting standard-setting 
process. Here the analysis of comment letters is extended to a multi-issue/multi- 
period approach. It reveals that ASB lobbyists are likely to be large companies 
with a U.S. listing and facing high debt covenant costs. It also makes a contribution 
to the debt covenant literature by showing that the debt to equity ratio is an 
imperfect proxy of debt covenant costs. 

The continued healthy submissions and several new initiatives suggest a long 
time has passed since the founding editor, Ray Chambers, suffered frustration in 
seeking to have Abacus launched as a twice yearly international accounting jour- 
nal (Wells, 2000). The move to quarterly publication and the proposed annual 
research forums reinforce the significance of the journal to the international 
accounting fraternity and pay another tribute to Chambers’ perspicacity over 
forty years ago in ensuring his global vision for Abacus was not still-born. Forced 
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changes to the Editorial Board through retirements will be coupled with changes 
to reinforce the Journals international reputation. It is expected that the journal 
will continue to provide an outlet for leading academics across a wide variety of 
subject areas within accounting and business studies. 


= Graeme Dean 
The University of Sydney 
July 2005 
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MARGARET A. ABERNETHY AND JAN BOUWENS 


Determinants of Accounting Innovation 
Implementation 


Accounting innovations are often not successfully implemented or 
diffused throughout the organization. This study seeks to explain this 
phenomenon. One of the major impediments to the successful imple- 
mentation of accounting innovation is that management accounting 
systems are generally used to serve the decision control needs of top 
management while at the same time purportedly supporting the decision 
management needs of lower level managers. To the extent that the 
accounting system is used for decision control, innovation creates the 
potential for wealth effects to occur. This prompts managers, whose 
wealth will be negatively affected, to resist accounting innovation. We 
present conditions where it is likely for negative wealth effects to occur. 
Under these conditions the system will fail to achieve its intended 
objectives, Our theoretical model examines how decentralization choices 
influence resistance to accounting innovation. We argue that delegation 
of decision rights can limit the potential for resistance in two ways—{a) 
by creating the environment which allows managers to ensure that their 
subunits are able to adapt to the new signals provided by accounting 
innovations and (b) by enabling subunit managers to become involved 
in the design of these systems. Our model also enables us to assess the 
consequences on organizational outcomes when subunit managers resist 
accounting innovations. Based on data collected from production 
managers, our results demonstrate the importance of decentralization 
choices on the effective implementation of accounting innovations. 


Key words: Adaptability; Change; Decentralization; Innovation; Manage- 
ment accounting systems. 


Top managements implement new management accounting systems (MAS) as 
they believe these systems will improve the performance of the firm. They are 
often wrong. There is increasing evidence that management accounting innova- 
tions do not improve either decision making or firm performance (Kaplan, 1986; 
Bruns, 1987; Innes and Mitchell, 1991; Cooper et al., 1992; Scapens and Roberts, 
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1993; Scapens and Burns, 2000; Abernethy and Lillis, 2001; Cavalluzzo and Ittner, 
2004). There have been attempts to document the reasons for these failures, but 
much of this research focuses on the organizational level problems associated 
with the implementation of MAS innovations. For example, empirical research 
examines how a firm’s strategy, training policies and internal management 
structures influence the successful implementation and diffusion of MAS (Shields, 
1995; Gosselin, 1997; McGowan and Klammer, 1997; Krumwiede, 1998). 

There is, however, little research directed towards understanding the attitudes 
of the users to MAS innovation and the factors influencing those attitudes. Jermias 
(2001) used cognitive dissonance theory to investigate managerial resistance to 
accounting systems. Cavallazzo and Ittner (2004) were also interested in the 
factors that influence acceptance of performance measurement systems. We build 
on this research and examine how organizational design choices influence produc- 
tion managers’ attitude to MAS innovations. We assess how decentralization 
choices influence production managers’ acceptance of accounting innovation. We 
expect the delegation of decision rights to be the primary determinant of produc- 
tion managers’ acceptance of these innovations. When lower level managers are 
delegated decision rights, MAS can be used to measure if managers are using 
decision rights optimally (Vancil, 1979, p. 88). These managers, therefore, will be 
concerned when new systems are implemented as there is a potential for these 
systems to directly influence how their performance is evaluated and rewarded. 
Two conditions mitigate the potential adverse consequences of decentralization 
on MAS innovations. One is when decentralization enables production managers 
to have greater input into the design of the MAS. A second is when decentraliza- 
tion empowers the subunit manager to implement the changes that will enable the 
subunit to adapt to the new signals provided by the accounting innovation. We 
expect that these two conditions will be important mediating variables in the 
relation between decentralization and accounting innovation acceptance. Our 
predictions are tested using an intervening path model. We also address the ‘so 
what?’ question by examining the relation between accounting innovation accept- 
ance and two outcome variables. We assess the impact on subunit performance as 
well as a more ‘immediate’ outcome variable, namely, level of satisfaction with 
the information provided by the new system. 


THEORETICAL MODEL 


Management accounting systems (MAS) are implemented to serve two functions: 
facilitate managerial decision making (1.e., support subunit managers’ decisions) 
and control subunit manager’s behaviour by superiors (i.e., support the superior’s 
performance evaluation decisions). We are interested in the conditions necessary . 
to encourage acceptance of MAS innovations by subunit managers (in this study, 
production managers). For the purpose of this study, MAS innovations are 
conceptualized as either new systems (e.g., an activity based, costing system, 
balanced scorecard) or the redesign of an existing system (e.g., integrated and 
comprehensive performance measurement system, production control system). 
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We argue that decentralization choices are an important determinant of 
managers’ acceptance of accounting innovations and develop two intervening path 
models to explain why this is so. The first path examines the relation between 
decentralization, subunit adaptability and acceptance, while the second path 
examines the relation between decentralization, user influence and acceptance. 
And finally we examine the relation-between accounting innovation acceptance 
and two outcome variables. 


Decentralization, Subunit Adaptability and Accounting Innovation Acceptance 
Decentralization provides subunit managers with the authority to take actions that 
will influence the adaptability of the subunit. For example, if lower level managers 
are granted decision rights over conditions associated with the employment and 
management of employees they will be able to create a culture within the subunit 
that is conducive to change. If, however, those decision rights are not delegated 
then it will be more difficult to bring about such a culture. It is the inability to 
bring about change within the subunit that leads to accounting innovation resist- 
ance. Changes in the accounting system are likely to reveal new information to both 
the superior and the subordinate concerning asset utilization. Superiors often use 
the information from the MAS to assess and reward subordinate performance 
(Zimmerman, 2003). Subunit managers, on the other hand, are expected to 
‘recognize the value of the new information, assimilate it and apply it’ in the 
management of their subunit (Cohen and Levinthal, 1990, p. 128). If they are 
unable to use the information to improve their performance there are likely to be 
commensurate effects on their compensation and/or promotion prospects. The 
ability to use new information, or what Cohen and Levinthal (1990) refer to as 
absorptive capacity, is influenced by the extent to which the subunit manager is 
both able and willing to use the information to make the necessary adaptations 
in the subunit. Subunit managers need to be able to redeploy assets (both labour 
and capital) in response to this new information. This type of adaptability includes 
both the ability of the subunit to obtain investment funds to purchase desired 
technology and the willingness of individuals working within the subunit to adjust 
their behaviour to changing circumstances (Scott and Bruce, 1994; Tsai, 2001). 
Subunit managers’ ability to implement change in response to new information is 
limited by the extent to which these two conditions are satisfied (Bolton and 
Dewatripont, 1994). 

In sum, our model predicts that decentralization will have a positive effect on 
subunit adaptability. This adaptability allows the subunit manager to respond to the 
signals provided by the MAS efficiently and effectively. This in turn will make him 
more receptive to MAS innovation. We thus expect the relation between decen- 
tralization and MAS acceptance to operate via the degree of subunit adaptability. 


Decentralization, User Influence and Accounting Innovation Acceptance 

Decentralization will also influence the extent to which subunit managers are 
involved in the design of accounting innovations. When decision making is 
centralized, lower level managers are unlikely to have sufficient authority to 
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influence the design of the system. It is the influence of the user on the design of the 
system that will predict subunit managers’ resistance to accounting innovation. 
There are two reasons for this expectation. First, it is well recognized in the 
management information system literature that systems should be tailored to 
the needs of the user (see Kirs et al., 2001). While there is very little research in the 
accounting literature examining the relation between user influence and attitude 
to accounting innovation,’ we expect that involvement in the design and imple- 
mentation of the MASs will increase the extent to which the system is tailored 
to the needs of subunit managers. This will have a payoff, as a well designed MAS 
will reduce ex ante uncertainty and improve decision making (Galbraith, 1973; 
Bouwens and Abernethy, 2000). Second, influence on MAS design also has the 
potential to decrease the measurement error of the system when it is used for 
performance assessment. That is, it increases the possibility that more relevant 
performance norms will be set which in turn increases the probability that these 
norms will actually be met (Hofstede, 1967). Not only does this reduce managers’ 
uncertainty relating to performance outcomes, it also increases their commitment to 
the system (Brownell, 1982; Hartwick and Barki, 1994; McGowan and Klammer, 
1997). 

In summary, we expect that decentralization will have a positive relation with 
the subunit managers’ involvement in the design and implementation of the 
accounting innovations and that this involvement will positively affect their 
acceptance of MAS innovation. 


Consequences of Accounting Innovation Acceptance 

Researchers are now giving more attention to the consequences on organiza- 
tional outcomes'in MAS models of behaviour. We assess if there are positive 
consequences when managers accept changes to their MAS. First, we examine 
the effect of MAS acceptance on the satisfaction of the user with the information 
provided. This can be considered to be a more direct or immediate effect of 
acceptance. Second, we examine if acceptance of the system influences overall 
subunit performance. Based on prior research (Hunton, 1996; Hunton and Rice, 
1997), we expect that if MAS innovations gain acceptance by the user, firm 
performance will improve. Hunton (1996), using an experimental method, found 
a positive association between participation in the design of information systems 
and (a) MIS use, (b) satisfaction with the MIS and (c) output (performance) of 
subjects. 

We also test for the possibility that the relation between MAS acceptance and 
performance is an indirect one, operating via satisfaction. Of particular relevance 
to this study is the work of Hunton and Price (1997) where performance effects 
occurred via the users’ satisfaction with the management information system. 
Similarly, Igbaria and Tan (1997) find that user satisfaction with information 
technology has a strong direct effect on performance. We expect a similar effect 


1 There has been considerable literature examining how participation in budgeting influences its use 
for measuring managerial performance. 
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when managers accept changes in the MAS. The greater managerial acceptance of 
MAS innovations, the greater will be their satisfaction with the system. System 
satisfaction is likely to lead to performance improvements through the benefits 
gained from the information provided to users. To examine if this is the case, we 
test whether there is a direct relation between acceptance of MAS innovation 
and performance or whether the effect on performance occurs via satisfaction 
with the system. The expectation is that MAS acceptance will have a positive 
effect on satisfaction and that satisfaction will affect performance. 


Control Variables 
To avoid omitted variable bias (see Ramanathan, 1988, pp. 180-1), we include 
three control variables identified in prior literature as potentially problematic 
for our model, namely, subunit size, the length of time the system has been 
implemented into the subunit and industry. This limits the probability of drawing 
inappropriate conclusions concerning the effect of the main test variables on the 
dependent variable. | 

It is important to control for size, as compensation is often related to the size of 
the subunit (Milgrom and Roberts, 1992). As a consequence, the potential effect 
of MAS innovation on the wealth of large-unit managers will be much greater 
than on small-unit managers. The management and the accounting literatures 
also argue that analysis of this type should control for size (Govindarajan, 1988; 
Simerly and Li, 2000). Managerial attitude to change is also likely to depend on 
how recently the changes have been implemented. We expect that acceptance of 
MAS innovations will increase the longer the system has been in place. Jermias 
(2001) supports this expectation. He demonstrates that individuals are more 
accepting of system innovations when they do not disturb their normal routines. 
The longer a system is in place, the less disruptive it is to an individual’s routine. 
And finally we control for industry. Some industries involve more complex 
operations than others (e.g., Christie et al., 2003). It is possible that more complex 
industries require greater change in MAS to meet their information requirements. 
This would create a culture where change is the norm, leading to a greater accept- 
ance over time of MAS innovations. We control for this possible effect here. 


Summary of Theoretical Model 

The research question is directed towards understanding the antecedents that lead to 
effective implementation of MAS innovations. As we are interested in production 
managers’ attitudes to systems once they have been implemented, we examine how 
decentralization choices influence the users’ acceptance of accounting innovations. 
In particular, we argue that decentralization influences acceptance of accounting 
innovations via two intervening variables, subunit adaptability and user influence 
` on system design. The hypotheses to be tested are as follows: The model is illus- 
trated in Figure 1. 


H1: The relation between decentralization and acceptance of MAS innovations 
is mediated by subunit adaptability. 
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. FIGURE 1 


RESEARCH MODEL 








Adaptability 


of decision 
. rights 


H2: ‘The relation between decentralization and acceptance of MAS innovations is 
mediated by subunit managers’ influence in the design and implementation 
of MAS innovations. 


H3: There is a positive relation between acceptance of MAS innovations and 
both user satisfaction and subunit performance. 


H4: The relation between acceptance of MAS innovations and subunit perform- 
ance operates via user satisfaction. 


METHOD 


The Sample f 

Data were collected from a random sample of production managers of manufac- 
turing business units? located throughout Australia. The sample population was 
identified using the Kompass Australia 1998 database and includes a diverse 
range of industries. In order to optimize the response rate we followed Dillman’s 
(1983) total design method (TDM). Of the 242 firms in the sample, eleven 
questionnaires were undeliverable. This left 231 potential respondents. After four 
mailings, a total of eighty-three firms responded (36 per cent). Given that this was 
a random sample directed at middle level managers, we consider this response 
rate to be reasonable. There is considerable debate in the literature over the 


2 The term ‘business units’, in this study, refers to both single business unit firms and business units 
of large multi-business firms. 
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adequacy of response rate for different populations and problems associated with 
low response rates. While our response rate was higher than that normally 
observed in MAS research (e.g., Moores and Yuen, 2001; Baines and Langfield- 
Smith, 2003) and similar to other studies at this level (Baruch, 1999), the important 
question is whether our data suffered from response bias. We assess if this is the 
case by, first, using the demographic statistics provided by the industry database 
to assess if respondents differed from the non-respondents on size, state and 
industry grouping. The food and beverage industry was slightly over-represented 
in our sample (17.7 in the population, 29.9 in the sample). However, there is no 
reason to believe that this will affect the results of our study as the measures are 
not industry-specific. Second, we compared the means on the variables of interest 
between the early respondents and the late respondents, on the assumption that 
late respondents shared similar characteristics to non-respondents. The results of 
these tests provide little evidence of response bias in the data. 

Where possible, the measurement instruments were developed from previous 
research. In some cases it was necessary to adapt existing instruments to suit the 
constructs of interest; in others purpose-developed measures were used. ‘To develop 
the new measures we first searched the existing literature. Then managers of a 
number of manufacturing firms were interviewed to determine the relevant items 
for inclusion in the instrument. To overcome potential measurement problems we 
also undertook a number of steps to assess the validity of our measures. Where 
possible additional data were collected and used to assess the construct validity 
of our test variables. Particular attention was paid to the discriminant validity and 
reliability of each construct. Each of the measurement instruments was factor 
analysed to assess if the multiple items represented a unidimensional scale and 
adapted the instrument where necessary. We also factor analysed all of the items for 
the test variables. This procedure provides a rigorous assessment of the discriminant 
validity of the individual constructs. We then assessed the composite reliability of 
each of the constructs with a composite reliability index proposed by Fornell and 
Larcker (1981). This index is analogous to Cronbach’s alpha and reflects the inter- 
nal consistency of the indicators measuring a given construct. We also computed 
variance extracted estimates (again following Fornell and Larcker, 1981). This sta- 
tistic measures the amount of variance that is captured by an underlying factor in 
relation to the amount of variance due to measurement error. Estimates of 0.50 or 
larger are desirable. Based on this test, our constructs have a reasonable level of 
discriminant validity. For any two constructs, the square root of the variance esti- 
mate should be greater than the simple correlation between these constructs. This 
requirement is met for each of the multi-item instruments included in the study. 
The factor analysis for all items is included in Appendix A. Table 1 provides 
the correlations between the constructs and the details of the psychometric 
properties associated with each construct. The correlations among the exoge- 
nous variables are not sufficiently high to warrant concerns with multicollinearity 
(Griffiths et al., 1993). 

The measurement of each construct is discussed in turn. The items included in 
each measure are provided in Appendix B. 
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TABLE 1 


PEARSON CORRELATIONS BETWEEN LATENT VARIABLES 


Composite 1 2 3 4 5 6 7 8 


reliability 
1. Decentralization of decision rights 0.85 0.68 
2. Adaptability 0.73 037 0.67 
3. Influence MAS design 0.89 037 0.18 0.78 
4. MAS acceptance ' 0.87 031 037 0.32 0.83 
5. Performance 0.89 —0.15 -0.23 -0.12 0.10 0.90 
6. User satisfaction 0.96 0.10 0.22 0.16 0.26 0.30 0.91 
7. Years passed since last change — 0.05 -0.16 0.08 0.13 0.10 0.07 — 
8. Size department — 0.04 -0.01 -0.04 0.06 0.02 008 -0.07 — 
9. Industry dummy — —0.18 —0.05 —0.08 021 0.05 0.15 0.23 0.11 


Based on 83 observations. Diagonal entries are the square root of the average variance extracted. For 
adequate discriminant validity, diagonal entries should be greater than corresponding off-diagonal 
entries. Composite reliability is a measure for internal consistency developed by Fornell and Larcker 
(1981) similar to Cronbach’s alpha. Correlations (absolute value) above 0.16 are significant at 5% 
„devel. 


Acceptance of Accounting Innovation 
There are few studies in the accounting literature that operationalize managers’ 
acceptance (or rejection) of MAS innovations. Some empirical studies examine 
MAS change by studying the stages of ABC implementation (e.g. Anderson, 1995; 
Shields, 1995; Krumwiede, 1998). Others identify the number of changes that have 
occurred in the accounting system (Libby and Waterhouse, 1996). In this study we 
are interested in how production managers respond to changes that have occurred 
in the MAS. As tbis is a different construct from that studied in prior accounting 
literature, we searched the general management literature to inform the measure- 
ment of this variable. Our search resulted in only one instrument that is conceptu- 
ally consistent with our construct. We adapt the eight-item measure developed by 
Lau (1990) to capture subunit manager’s attitude towards accounting change. Lau 
reports an alpha coefficient of 0.88. The instrument is also validated in Lau and 
Woodman (1995). | 

Factor analysis of the data produces two constructs. One factor includes three 
items and represents subordinates’ attitudes to changes that have recently occurred 
in the MAS. The second factor captures whether the subordinate is inclined to 
initiate future changes. As the first factor clearly captures the construct of Interest 
in this study, the three items are used in our analysis. Discriminant analysis‘supports 
the validity of the instrument (square root of variance extracted is 0.83). A high 
score on this construct reflects a high level of acceptance of the MAS innovation. 
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Decentralization of Decision Rights 

Miller and Droge introduced an eleven-item instrument into the literature in 1986. 
Given the items included, we were concerned that the instrument was missing out 
on some pivotal roles of production managers. We therefore presented the items 
of the Miller and Droge (1986) instrument to production managers in the field and 
asked them if the items represent the activities that had been delegated to them, 
and if not, to list those items that were lacking. They completed the instrument 
with nine additional items. We use these twenty items and ask production managers 
to indicate their influence on these decisions. The decisions we included refer to 
human resource decisions (e.g., selection of workers, dismissal, etc.) and production 
operating decisions (e.g., methods of work, choice of machinery, deployment of staff, 
sources for raw materials, etc.). Factor analysis produced four factors. The original 
Miller and Droge instrument was represented in each of the four factors. Two factors 
related primarily to human resource decisions. As we were not interested in human 
resource decisions per se, we removed these items and performed another factor 
analysis from which a two-factor structure emerged. We selected the factor with the 
highest eigen value (4.1); that is, the one that explained the major portion of the 
variance (31 per cent). It mapped most closely to our construct of interest, and rep- 
resents what Aghion and Tirole (1997) refer to as the real power managers have over 
activities. The six items in the factor also include the range of decisions delegated 
to production managers—salary determination, sourcing raw materials, trading off 
internal/external customers, making non-budget investments, cost increasing decision. 
The instrument is reproduced in Appendix B. Validity of the instrument is tested 
using the square root of the variance and the result (0.67) well exceeds the correla- 
tion of decentralization with any other variable of our model, confirming the validity 
of the instrument (Fornell and Larcker, 1981). We use the original Miller and Droge 
(1986) instrument to assess the predictive validity of our instrument. Correlation 
between the Miller and Droge instrument and our instrument is 0.70, supporting 
the empirical validity of our instrument (Bohrnstedt, 1983). This evidence provides 
sufficient confidence to use the six-item decentralization instrument in our model. 


Subunit Adaptability 

There is no empirical study, of which the authors are aware, that attempts to 
measure the adaptability of a subunit. We follow an approach similar to the one 
used in developing the decentralization instrument. From the field we identify 
eight items that reflect the characteristics of adaptability at the production unit 
level. Factor analysis indicates that the eight-item scale is not unidimensional. 
One factor represents production departments’ actual adaptability (.e., the extent 
to which they alter production methods, respond to investment proposals, imple- 
ment new methods and deploy workers to other departments). The second factor 
reflects the potential for the subunit to be adaptable (e.g., sufficient flexible 
working methods). We are interested in the first factor because ‘actual adaptability’ 
is more relevant than ‘the ability to be adaptable’. The square root of variance 
extracted amounts to 0.67 and exceeds the correlation of adaptability with every 
other variable of our model. These four items are thus included in our model. 
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Influence on MAS Design 

To measure the influence of subordinates on MAS design we use an adapted 
version of the Barki and Hartwick (1994) instrument. The six-item Instrument 
captures the extent of lower level managers’ influence on accounting system 
change during initiation, implementation and maintenance of the system. It 
captures their involvement in both the design of the system and the provision of 
data for the system. We modified the Barki and Hartwick instrument by removing 
one item (item 1) to prevent any overlap with our MAS change instrument.’ 
The square root variance extracted is 0.78. This is well beyond conventional levels 
of confidence supporting instrument validity. 


Performance 

We use a two-item instrument that asks managers whether or not they achieve 
(and have achieved last year) the level of performance their supervisor expects 
(expected) them to achieve within their subunit. This approach is similar to that 
used by Govindarajan and Gupta (1985). Asking managers to assess their 
performance relative to what their superior expects enables factors influencing 
superiors’ expectations to be considered. For example, if market demand were 
influenced by an economic downturn, this would influence top management’s 
expectations for the subunit. We assessed the validity of the instrument using an 
alternative instrument (not reported here). This instrument asked managers 
to assess their performance along eight dimensions (e.g., meeting production 
targets, quality requirements). The correlation between the sum of the two item 
performance measures used in this study and the sum of the items in this alternative 
measure is 0.57 (p < 0.001). Further support for the validity of the instrument was 
provided by the square root variance extracted from the two-item measure (0.90), 
which is well beyond conventional levels of confidence necessary to support 
instrument validity. 


User Satisfaction 

We adapted an instrument developed by Ives and Olson (1984) to measure user 
satisfaction. This instrument asked respondents to indicate their perception of the 
accuracy, relevance and quality of the information provided by the system. The 
square root variance extracted is 0.91, which supports instrument validity. 


3 Our model was analysed with all six items and the results were almost identical. 
‘ We wanted to make sure that we measured overall performance of the unit, The reason is that the 
MAS purportedly helps the manager making decisions in all functions the manager has in the 
department. Indeed our theory is built on the idea that differences occur to the extent that the new 
system helps managers in different departments. To test the validity of our two-item instrument we 
also asked managers to rate their performance in eight performance areas specific to production 
departments. We considered the use of the Govindarajan and Gupta (1985) measure but were con- 
cerned with the length of the questionnaire and the consequential impact on response rates. The use 
of their instrument requires the inclusion of at least sixteen items. In addition, the Govindarajan 
and Gupta instrument still does not provide a measure of overall unit performance. Given that we 
provide evidence to validate our instrument we felt the two items used here were a reasonable 
compromise. 
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Control Variables 

Size is measured by asking respondents to select one of eight size categories that 
represent the number of employees in the business unit (i.e., 1 < 50, 8 > 2000). To 
capture the timing of the MAS innovation we ask managers to indicate how 
long ago the change in MAS occurred using a four point-scale (0 years, one to 
three, three to five and over five years). Industry is measured with a dummy that 
separated between ‘simple’ manufacturing (steel production) and more complex 
production processes (electronic equipment). 


RESULTS 


The descriptive statistics for all of the variables are presented in Table 2. 

We estimated the model using path analysis. Partial least squares (PLS) is used 
to estimate path parameters. The PLS algorithm comprises two steps (Fornell and 
Cha, 1994). The first step involves the approximation of latent variable scores. 
During the final step parameters are estimated using ordinary least squares (OLS) 
techniques. Due to the partial nature of the estimation procedure, using PLS 
requires fewer assumptions to be met with respect to multicollinearity, omitted 
variables and skewed responses than does OLS (Barclay et al., 1995; Cassel et al., 
1999). The results are reported in Table 3 and illustrated in Figure 2. 

As expected, adaptability of the subunit is positively related to the level of 
decentralization (coefficient = 0.368, p < 0.00). Our expectation that the ability of 
the subunit to adapt in response to the ‘new’ information provided by the account- 
ing system will significantly increase managerial acceptance of MAS change is also 
supported (coefficient = 0.336, p < 0.00). We find a positive relation between 
influence on MAS design and decentralization (coefficient = 0.367, p < 0.00). 
Sunilarly, when subordinates are actively involved in designing and implementing 
these systems, acceptance is also significantly increased (coefficient = 0.21, p < 0.00). 
There is no significant relation between MAS acceptance and decision making 
authority (coefficient = 0.07, p < 0.66) after allowing for the effect of the two 
intervening variables. 

Our expectations concerning the impact of MAS acceptance on organizational 
outcome variables are also supported. We find that MAS acceptance positively 
influences the level of satisfaction with the information provided (coefficient = 
0.256, p < 0.05). While there is no direct effect between MAS acceptance and 
performance, we do observe a positive and significant relation between satisfaction 
and performance (coefficient = 0.295, p < 0.01). These results suggest that accept- 
ance of MAS innovations positively affects performance via satisfaction with the 
system. The only control variable to affect our results is industry, and this is only 
significant at the 10 per cent level of confidence. It appears that higher levels of 
acceptance exist in more complex industries. 

We test the robustness of our model by undertaking three sensitivity tests. First, 
we test an unconstrained model (i.e., one that includes links among all of the test 
variables). The results (not presented here) provide strong support for our model. 
There are no significant paths omitted in our model. This suggests that neither 
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FIGURE 2 


RESULTS MODEL 
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satisfaction 


Note: Coefficients and (z values; *, ** and *** refer to <0.10, 0.05, 0.01 levels of significance. 


adaptability nor influence on the system affects performance per se. Second, we 
explore whether managers engage in what Milgrom and Roberts (1992) refer to as 
influence costs. This phenomenon occurs when the delegation of decision rights 
enables subordinates to ‘manage’ their superior’s expectations concerning subunit 
performance. If this is the case, our conclusions relating to the relation between 
acceptance of MAS innovations and performance are questionable. Data collected 
but not used in this study enable us to test for this. We asked respondents to rate 
the importance their superiors placed on eight items of subunit performance. 
Respondents were asked to rank their performance on these eight items. We 
correlated the importance ranking with the performance ranking for the eight 
items and found a statistically significantly positive relation for only one of the 
items at less than the 5 per cent significance level. While it is expected that 
managers focus on the areas their superior consider important and that this focus 
increases the likelihoods of managers achieving performance in those areas (true 
in only one of the eight cases), these results provide us with confidence to exclude 
the possibility that respondents have successfully ‘managed’ the superior’s 
expectations so as to influence performance ratings. The results of this analysis 
are not presented here but are available from the authors. And third, we test the 
reciprocity between performance-satisfaction and performance-MAS acceptance. 
There is concern in any cross-sectional study that the hypothesized relations are 
not unidirectional. Researchers tend to rely on theoretical arguments to discount 
this possibility. However, we test empirically for this possibility in relation to these 
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two sets of variables as they are the most likely to exhibit reciprocity. The results of 
our analysis’ (not presented here) do not affect the conclusions drawn in this study. 


DISCUSSION, FUTURE RESEARCH AND LIMITATIONS 


There has been little research examining the factors that influence acceptance of 
MAS innovation by lower level managers. We are particularly interested in under- 
standing how organizations can implement structures and processes to optimize 
the use and diffusion of new technologies. We view this study as exploratory. 
Given the limited understanding of the barriers to effective accounting innovation 
implementation, we designed a relatively simple empirical model. The findings, 
however, do shed some light on how systems can be designed and implemented to 
increase the extent to which lower level managers will actually embrace MAS 
innovations and use these systems to support decision making. The study makes 
several theoretical and methodological contributions to the literature. Furthermore, 


5 Our model investigates the extent to which performance is a function of MAS acceptance and user 


satisfaction with the MAS. It is possible, however, that satisfaction and MAS acceptance are a 
function of performance. This would become problematic to the extent that this would render the 
results MAS acceptance-performance and satisfaction-performance insignificant. Hence the alter- 
native hypotheses would read as follows: (1) performance is not affected by MAS acceptance and 
(2) performance is not affected by user satisfaction. The use of PLS does not enable us to develop 
a non-recursive model to test for reciprocity. To perform such a test in PLS it was necessary to 
construct a variable that represents a common effect. We used an alternative performance measure 
as the test variable. This instrument includes eight dimensions of specific performance, namely, timely 
production, material use, labour productivity, cycle time production, cost reduction, variances, 
quality and start-up of new processes. We hypothesize that if performance in those specific areas 
affects MAS acceptance and/or satisfaction, that the relation satisfaction-performance MAS acceptance 
is likely to disappear if this was the ‘driving’ force behind the satisfaction-performance relation. We 
also test whether it is performance that leads managers to evaluate MAS change favourably. Thus, 
we test the following system of equations: 


Performance = f (MAS acceptance, user satisfaction with MAS) (1) 

MAS acceptance = f (decentralization, adaptability, influence on MAS design, specific 
performance, controls) (2) 

User satisfaction = f (MAS acceptance, specific performance) (3) 


Equation (1) is equal to our original model. However, we now test equation (1) in a system of three 
equations to investigate whether the significance levels in equation (1) are affected by reciprocity 
between performance and the other test variable of user satisfaction and MAS acceptance (i.e., 
equations (2) and (3)). 

The results of our test are available from the authors. We find that specific performance is weakly 
positively related to MAS acceptance (coefficient = 0.153, p < 0.11), suggesting that managers are 
more likely to accept MAS change if they perform well. We find a positive and significant relation 
between specific performance and satisfaction (coefficient = 0.32, p < 0.01), suggesting that managers 
with better performance are more satisfied with the MAS system per se. Most importantly, however, the 
relation between satisfaction and specific performance does not affect the satisfaction-performance 
relation we presented in our original model. The ¢ value even improves from 1.99 to 2.12 if we 
include specific performance in our model. We can thus conclude that all conclusions regarding our 
results remain untouched by the tests. 
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it provides the basis for the development of more complex models designed to 
extend our understanding of the antecedents of MAS resistance. 

The findings indicate that choice of internal structural arrangements within the 
firm influences the exteni to which production managers embrace accounting 
system change. It is important, however, to ensure that production managers 
have the flexibility to respond to the signals the system provides. These results 
confirm prior arguments that individual responses to MAS innovation will be 
influenced by how the individual perceives the potential wealth redistribution 
effect of the system (Foster and Ward, 1994). Subunit managers who are able to 
adapt in response to the information provided by the ‘new’ MAS are more 
likely to welcome MAS than if this possibility is absent. This result highlights the 
importance of creating conditions where the subunit has the capacity to make 
technological change and has a workforce that is able and willing to assimilate and 
respond to new information (Cohen and Levinthal, 1990; Tsai, 2001). Only when 
these conditions exist can a subunit manager redeploy capital and labour in 
response to changing conditions. 

Increasing the user’s influence in the design of the system is also an important 
mediating variable affecting production managers’ attitudes to accounting change. 
This is consistent with the information systems literature that demonstrates that 
involving users in the design and implementation of information systems will 
significantly influence their use of the system for decision making. Furthermore, 
when MAS are implemented to serve both the decision control and decision 
management role (Zimmerman, 2003), the evidence presented here indicates that 
user influence is an important factor in minimizing resistance to these systems. 
When firms decentralize, MAS are used by top management to minimize control 
loss. The results demonstrate that one means of overcoming resistance to changes 
in MAS that have the potential to affect the wealth and security of lower level 
managers is to implement processes that encourage the involvement of these 
managers in the design of the system. Failure to do so is likely to lead to consid- 
erable resistance, and at worst to sabotage of the system. Our results reinforce 
research that documents the dysfunctional consequences that occur when budgeting 
systems are used for performance evaluation by superiors without the participation 
of the subordinates (see Kren, 1997, for a review of this literature). 

The findings presented here demonstrate the importance of considering factors 
that influence the operating environment of the user of the MAS. While organiza- 
tional factors have been identified as important in explaining why MAS innovations 
often fail, these factors are at a different level of analysis. It is, therefore, difficult 
theoretically to link a firm’s strategy (Gosselin, 1997) or its human resource 
management strategies (Shields, 1995) to lower level managerial behaviour. This 
is not to say that organizational level factors are not important in understanding 
MAS failures, but rather that they are more likely to influence individual level 
behaviour via their impact on the operating context at lower levels.° Further 


6 For example, HR policies, no doubt influence the adaptiveness of individuals at the subunit level. 
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research could be directed towards integrating research at the organizational 
level and our study at the individual level into a more complex model of system 
failure. 

Like most research, our study is subject to potential limitations. The results 
represent co-variation among the constructs of interest. Co-variation does not imply 
causation and thus it is difficult to make any causal statement concerning the 
nature of the relations studied here. This possibly threatens the study’s internal 
validity. That is, the variance in the dependent variable may be influenced by an 
unobserved independent variable. There is little that can be done in the design of 
cross-sectional survey research to overcome problems associated with internal 
validity. We must always rely heavily on the theoretical arguments developed 
(Cook and Campbell, 1979). We did, however, ensure that the way in which we 
operationalized the empirical study was consistent with our theory (Luft and 
Shields, 2003). In addition, we attempted through the inclusion of the control 
variables to minimize the potential for omitted variable bias to emerge. We also 
tested if there were reciprocal relations where there was not theoretical reason to 
believe that the relations might not be unidirectional. We did not find this to be 
the case. Nevertheless, some caution is required in interpreting the results. 

There may be some concern as to whether the study generalizes to other 
geographical regions. There is, however, no a priori reason to believe that this 
would threaten the external validity of the study. We have no theory that predicts 
that culture or regional location affects the relationship under study. What is 
important here are that the results can be said to be generalizable to the population. 
Unlike most prior survey research in managerial accounting, we ensured that our 
sample was random and demonstrated minimal random bias error. 

Our study is potentially subject to measurement error. Measurement issues are 
always a concern in managerial accounting research, as most of the constructs of 
interest cannot be measured using archival data. Researchers are faced with a trade- 
off between using a proxy that is limited in terms of its external validity or using 
measurement instruments designed to capture the construct of interest (Lanen, 
1995). We chose the latter. Where possible we used measurement instruments 
from prior literature. Some were adapted from prior literature, others were pur- 
pose developed. We did, however, pay careful attention to the assessment of the 
reliability and validity of each of the constructs. Further research, of course, is 
necessary to provide additional support for the measurement properties of each 
of our purpose-developed or adapted measurement instruments 

Notwithstanding these potential limitations, this study does add to our under- 
standing of the determinants of managerial resistance to MAS innovation. The 
findings suggest that when MAS innovations are implemented the behavioural 
effects associated with these innovations are likely to influence their success. 
Provided that top management ensures that lower level managers are involved in 
the design and implementation of the system and that appropriate organizational 
mechanisms are in place that provide subunit managers with sufficient flexibility, 
resistance will decline. If these factors are considered, it would appear that MAS 
innovations have a higher probability of successful implementation. 


233 


ABACUS 


REFERENCES 


Abernethy, M. A., and A. M. Lillis, ‘Interdependencies in Organization Design: A Test in Hospitals’, 
Journal of Management Accounting Research, Vol. 13, 2001. 


Aghion, P., and J. Tirole, ‘Formal and Real Authority in Organizations’, Journal of Political Economy, 
Vol. 105, No. 1, 1997. 


Anderson, S. W., ‘A Framework for Assessing Cost Management System Changes: The Case of Activity 
Based Costing Implementation at General Motors, 1986-1993’, Journal of Management 
Accounting Research, Vol. 7, 1995. 


Baines, A., and K. Langfield-Smith, ‘Antecedents to Management Accounting Change: A Structural 
Equation Approach’, Accounting Organizations and Society, Vol. 28, Nos 7-8, 2003. 


Barclay, D., C. Higgins and R. Thompson, “The Partial Least Squares Approach to Causal Modeling: 
Personal Computer Adoption and Use as an Illustration’, Technology Studies, Vol. 2, No. 2, 
1995. 


Barki, H., and J. Hartwick, ‘Measuring User Participation, User Involvement and User Attitude’, MIS 
Quarterly, Vol. 18, No. 1, 1994. 


Baruch, Y., ‘Response Rate in Academic Studies: A Comparative Analysis’, Human Relations, Vol. 52, 
No. 4, 1999. 


Bohrnstedt, G. W., ‘Measurement’, in P. H. Rossi, J. D. Wright and A. B. Anderson (eds), The Hand- 
book of Survey Research, Academic Press, 1983. 


Bolton, P., and M. Dewatripont, ‘The Firm as a Communication Network’, Quarterly Journal of Eco- 
nomics, Vol. 109, No. 4, 1994. 


Bouwens, J., and M. A. Abernethy, “The Consequences of Customization on Management Accounting 
System Design’, Accounting, Organizations and Society, Vol. 25, No. 3, 2000. 


Brownell, P., ‘The Role of Accounting Data in Performance Evaluation, Budgetary Participation and 
Organizational Effectiveness’, Journal of Accounting Research, Vol. 23, No. 2, 1982. 


Bruns, W. J., Jr., ‘A Field Study of An Attempt to Change an Embedded Cost Accounting System’, in 
W. J. Bruns Jr. and R. S. Kaplan (eds), Accounting and Management Field Study Perspectives, 
Harvard Business School Press, 1987. 


Cassel, C., P. Hack! and P. Westlund, ‘PLS for Estimating Latent Variable Quality Structures: Finite 
Sample Robustness Properties’, Journal of Applied Statistics, Vol. 26, No. 4, 1999, 

Cavalluzzo, K. S., and C. D. Ittner, ‘Implementing Performance Measurement Innovations: Evidence 
From Government’, Accounting, Organizations and Society, Vol. 29, Nos 3-4, 2004. 

Christie, A., M. Joye and R. Watts, ‘Decentralization of the Firm: Theory and Evidence’, Journal of 
Corporate Finance, Vol. 9, No. 1, 2003. 

Cohen, W. M., and D. A. Levinthal, ‘Absorptive Capacity: A New Perspective on Learning and 
Innovation’, Administrative Science Quarterly, Vol. 35, No. 1, 1990. 

Cook, T. D., and D. T. Campbell, Quasi- Experimentation: Design and Analysis Issues for Field Settings, 
Houghton Mifflin, 1979, 

Cooper, R., R. S. Kaplan, L. S. Maisel, E. Morrissey and R. M. Oehm, Implementing Activity-Based 
Cost Management: Moving from Analysis to Action, Institute of Management Accountants, 
1992. 

Dillman, D. A., ‘Mail and Other Self-Administered Questionnaires’, in P. H. Rossi, J. D. Wright and 
A. B. Anderson (eds), The Handbook of Survey Research, Academic Press, 1983. 

Earley, C. P., and A. E. Lin, ‘Procedural Justice and Participation in Task Selection: The Role of 
Control in Mediating Justice Judgments’, Journal of Personality and Social Psychology, Vol. 52, 
No. 6, 1987. 

Fornell, C., and J. Cha, ‘Partial Least Squares’, in R. P. Bagozzi (ed.), Advanced Methods of Marketing 
Research, Blackwell, 1994. 


Fornell, C., and D. Larcker, ‘Evaluating Structural Equation Models With Unobservable Variables 
and Measurement Error’, Journal of Marketing Research, Vol. 18, No. 1, 1981. 


234 


DETERMINANTS OF ACCOUNTING INNOVATION 


Foster, B. P., and T. J. Ward, “Theory of Perpetual Management Accounting Innovation Lag in 
Hierarchical Organizations’, Accounting, Organizations and Society, Vol. 19, Nos 4-5, 1994. 

Galbraith, J., Designing Complex Organizations, Addison-Wesley, 1973. 

Gosselin, M., ‘The Effect of Strategy and Organizational Structure on the Adoption and Implementa- 
tion of Activity-Based Costing’, Accounting, Organizations and Society, Vol. 22, No. 2, 1997. 


Govindarajan, V. A., ‘Contingency Approach to Strategy Implementation at the Business-Unit Level: 
Integrating Administrative Mechanisms With Strategy’, Academy of Management Journal, 
Vol. 31, No. 4, 1988. 


Govindarajan, V., and A. K. Gupta, ‘Linking Control Systems to Business Unit Strategy: Impact on 
Performance’, Accounting, Organizations and Society, Vol. 10, No. 1, 1985. 

Griffiths, W. E., R. C. Hill and G. C. Judge, Learning and Practicing Econometrics, John Wiley, 1993. 

Hartwick, J., and H. Barki, ‘Explaining the Role of User Participation in Information System Use’, 
Management Science, Vol. 40, No. 4, 1994. 

Hofstede, G., The Game of Budget Control, Van Gorcum, 1967. 

Hunton, J. E., ‘Involving Information System Users in Defining System Requirements: The Influence 


of Procedural Justice Perception on Users’ Attitudes and Performance’, Decision Science, 
Vol. 27, No. 4, 1996. 


Hunton, J. E., and Price, K. H., ‘Effects of the User Participation Process and Task Meaningfulness on 
Key Information System Outcomes’, Management Science, Vol. 43, No. 6, 1997. 


Igbaria, M., and M. Tan, ‘The Consequences of Information Technology Acceptance on Subsequent 
Individual Performance’, Information and Management, Vol. 21, No. 3, 1997. 


Innes, J., and F. Mitchell, ‘ABC: A Survey of CIMA Members’, Management Accounting, Vol. 69, 
No. 9, 1991. 


Ives, B., and M. H. Olson, ‘User Involvement and MIS Success: A Review of Research’, Management 
Science, Vol. 30, No. 5, 1984. 


Jermias, J., ‘Cognitive Dissonance and Resistance to Change: The Influence of Commitment 
Confirmation and Feedback on Judgment Usefulness of Accounting Systems’, Accounting, 
Organizations and Society, Vol. 26, No. 2, 2001. f 

Kaplan, R. S., ‘Accounting Lag: The Obsolescence of Cost Accounting Systems’, California Manage- 
ment Review, Vol. 28, No. 2, 1986. 

Kirs, P. J., K. Pflughoeft and G. Kroeck, ‘A Process Model of Cognitive Biasing Effects in Information 
Systems Development and Usage’, Information and Management, Vol. 38, No. 3, 2001. 


Kren, L., ‘The Role of Accounting Information in Organizational Control: The State of the Art’, in 
V. Arnold and S. Sutton (eds), Behavioral Research: Foundations and Frontiers, American 
Accounting Association, 1997. 

Krumwiede, K. R., “The Implementation Stage of Activity Based Costing and the Impact of Contextual 
and Organizational Factors’, Journal of Management Accounting Research, Vol. 10, 1998. 


` Lanen, W. N., ‘Discussion of Aggregate Performance Measures in Business Unit Manager Compensa- 
tion: The Role of Intrafirm Interdependencies’, Journal of Accounting Research, Vol. 33, 1995. 


Lau, C., A Schematic Approach to Organizational Change: The Development of a Change Schema 
Instrument, Working paper presented at the Annual Meeting of the Academy of Management, 
San Francisco, 1990. 


Lau, C., and R. W., Woodman, ‘Understanding Organizational Change: A Schematic Perspective’, 
Academy of Management Review, Vol. 38, No. 2, 1995. 


Libby, T., and J. H. Waterhouse, ‘Predicting Change in Management Accounting Systems’, Journal of 
Management Accounting Research, Vol. 8, 1996. 


Luft, J., and M. Shields, ‘Mapping Management Accounting: Graphics and Guidelines for Theory- 
Consistent Empirical Research’, Accounting, Organizations and Society, Vol. 28, Nos 2-3, 2003. 


McGowan, A. S., and T. P. Klammer, ‘Satisfaction With Activity-Based Cost Management Implemen- 
tation’, Journal of Management Accounting Research, Vol. 9, 1997. 


Milgrom, P., and J. Roberts, Economics, Organization and Management, Prentice-Hall, 1992. 


235 


ABACUS 


Miller, D., and C. Droge, ‘Psychological and Traditional Determinants of Structure’, Administrative 
Science Quarterly, December 1986. 


Moores, K., and Yuen, S., ‘Management Accounting Systems and Organizational Configuration: A 
Life-Cycle Perspective’, Accounting, Organizations and Society Vol. 26, Nos 4-5, 2001. 


Ramanathan, R., Introductory Econometrics, 4th ed., The Dryden Press, 1998. 


Scapens, R. W., and J. Burns, Towards an Understanding of the Nature and Processes of Management 
Accounting System Change, Uppsala University Library, 2000. 


Scapens, R. W., and J. Roberts, ‘Accounting and Control: A Case Study of Resistance to Accounting 
Change’, Management Accounting Research, Vol. 4, No. 1, 1993. 


Scott, $. G., and R. A. Bruce, ‘Determinants of Innovative Behavior: A Path Model of Individual 
Innovation in the Workplace’, Academy of Management Journal, Vol. 37, No. 3, 1994. 


Shields, M. D., ‘An Empirical Analysis of Firms’ Implementation Experiences With Activity-Based 
Costing’, Journal of Management Accounting Research, Vol. 7, 1995. 


Simerly, R. L., and M. Li, ‘Environmental Dynamism, Capital Structure and Performance: A Theoret- 
ical Integration and an Empirical Test’, Strategic Management Journal, Vol. 21, No. 1, 2000. 


Tsai, W., ‘Knowledge Transfer in Intra-Organizational Networks: Effects of Network Position and 
Absorptive Capacity on Business Unit Innovation and Performance’, Academy of Management 
Journal, Vol. 44, No. 5, 2001. 


Vancil, R. F., Decentralization: Managerial Ambiguity by Design, Dow Jones-Irwin, 1979. 
Zimmerman, J. L., Accounting for Decision Making and Control, 4th ed., Irwin, 2003. 


236 


DETERMINANTS OF ACCOUNTING INNOVATION 





90 — ç0— Ig LT- ¿TU f: Uurə)sÁs MOU əq) olur )ndut 10} 8IBp Jo UOTSIAOIY (E SYVIN unpu 
TET EO eg pr €0 9I- trə]sÁs MOU 9} JO uong)juəmmldurr :z Sy unyu 
ST >b € ¿< $ oc- tü91sÁs 94] Jo UIIA T SYW unpu 
60 so /0— Se TIO 8I sənrmpey uononpoid ur 1uəusəAur MOU 107 sTesodo:d Aw 0} səsuodsər yomb 198 Apensn | :p Aipquidepy 
ZI pl OU os zt zg- "puBLSp ut sosuBYS 0} əsuodsə1 UI spoqjoul uonəonpo:d 133e Ajea I :ç Ayquidepy 
LI- z0- gee es geg- 90- ‘spoyjow SuTyJOM MoU Sunuətuə[dur: pus Funen 48 poof are səəÁoldtuə A; :z Apquidepy 
6I I g0- 9 o €E- S3S01 IYO UO JIOA 0} pəKol[dəp KTIsg9 oq ugo ur soəKorldurə AW :1 Aipquidepy 
Z0— ZF çZ oc- 0 po- sər[ddus/sluL1g1gut ABI JO INOS :0 (Qurouing Torso 
LO L£O- OÇ € TS sT- SUOISIOOp Fuseau, 1soO :¢ AWUOY NB uorspodq 
(al LO OT TT- 69 6¢- siuəunsəAut po)ə8pnq-uou ZMJEN :p (itroqg)ng uorstoocT 
zo OÚ 90 000- so +: əoug1dəoosg SUNY 1I19piIO :¢ AWWoYINe vowed 
or- opr- ID 8r se st SIQMIO}SNS [BUIO}X9 10 [BUI]UT SuDIA19S UseMjJoq Wo-operl :7 AWWOYING uona 
s0o— 60- SO 6€ £68 pr- səəoÁordurə Jo Arges :1 Ayuoyine uorsməcr 
sc- so- 80 /0— 80- IS esueyo əq1 jnoge šurgutrq ut qof 48218 z əuop sey yun Jespnq 94) YUM] J :€ oouz1dəooe SYP 
00 OU Skt- OU— gr- aL siolgnrur əšugu3 at} JO ouo utu y :Z SƏoug)dəoozg SY 
L- g0- sr- 99- I0- eg jUdTJooxe SI surəl]sÁs ut ə3ugqoə əq1 YUT} I :T Soug1dəooz SYW 
IA A AI III lI I 


U191)8d 101084 


wa 





%cV 89 AANIV IdX4 dONVIHVA 


TV.LOL ‘NUALLVd YOLOVA (XVWIAYA) GLLN.LOS AHL WOU SONIAYVOT YOLOVA ONIANOdJSTAAOOD ANV SWALI AAAYWNS 


V XIGNHddV 


237 


ABACUS 











Te 90 60 T0- zer tT- q3 st uonguuojut ət Jo Á enb [jBioao IJL :¢ UORORIsHES 

Le /O— SO LO SO- €O JU08AƏ[9I SI STW Om) Aq peptaoid uonsunoyur əq1 '1Əətu 0} SILY yuəunredəp S SOR OY] UƏAID ip üonosjsries 

0° ET 60° Ir €O zz- Tea suonessdo Aep-03-Aep sjuəunradəp sry} suoddns sry saug ət Aq pepiaoid uonsurogurt ayy :¢ UONOBIsNES 

t6 90 40 I0- po- sT- spəəu ÁW s1əətu ATensn uongmuoyur IQI :Z UONIBJSNES 

Jf 8¢ 40 ¿O Ww E SIV 94] Jo Aournoog [[eJOAO AY} YA poysiyes urg I :1 uonoujsnus 

| Lsuonepadxa 

€G 68 90 OL 90- pr- s,onoədns nod o} poredmoo 3uəunrgdəp MoA Jo əoougurorrəd s.rgƏ9Á 1S8] 9181 NOA pros MOH :Z soURMIOJIEg 

¿suong)oəodxə2 s. 1ourodns 

PIT S$ TO ST SO IU ImnOÁ 0} pərsduroo ‘juswIEdsep uouonpoid oy] Jo souBIWIOJIed JUaLIND IY} 3181 NOA pynom MOH :T sougurojioq 

6 çO Z OU SFT SO Uuro1sÁs MOU IYJ JO Əouguəlur8]i :ç SYW souəngu] 

ç € ve €O IT or- Wi9}SAS MOU IYI O1 suongogrpom: 8urošuo sp SYN soUeNgUy 

IA A Al Il H I 

U191)8d 101384 wA 

dHANNILILNOD 


V XIONSddV 


238 


DETERMINANTS OF ACCOUNTING INNOVATION 
APPENDIX B 
MEASUREMENT INSTRUMENTS 


Acceptance of MAS Innovations 

1. I think the change in systems is excellent 

2. I am one of the initiators of MAS change 

3. I believe that the business unit has done a great job in bringing about this 
change 


Decision Rights 

What influence do you have on the following decisions (1 to 5)? 
. Salary of employees | 

. Trade-off between servicing internal or external customers 

. Order-filling acceptance 

. Making non-budget Investments 

. Cost increasing decisions 

. Source of raw material/supplies 


mu WN Re 


Subunit Adaptability 

Coded so that a high score represented high adaptability. 

1. I regularly alter production methods in response to changes in demand 

2. I usually get quick responses to my proposals for new investment in production 
facilities 

3. Employees in this department are good at initiating and implementing new 
working methods 

4. Employees in this department can be easily deployed to work on other 
tasks 


Influence on the System Design 

Respondents were asked to indicate who had the most influence on the design of 
the MAS. Coded so that a high score represented high influence by the produc- 
tion manager. 

1. Design of the system 

2. Implementation of the new system 

3. Provision of data for input into the new system 

4. Ongoing modifications to the new system 

5. Maintenance of the new system 


User Satisfaction 

Coded so that a high score represented high perceived quality. 

1. I am satisfied with the overall accuracy of the MAS 

2. The information usually meets my needs 

3. The information provided by the firm’s MAS supports this department’s day- 
to-day operations well 
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4. Given the goals this department tries to meet, the information provided by the 
MAS is relevant 
5. The overall quality of the information is high 


Subunit Performance 

Coded so that a high score represented high performance. 

1. How would you rate the current performance of the production department, 
compared to your superior’s expectations? - | 

2. How would you rate last year’s performance of the production department, 
compared to your superior’s expectations? | 
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T he Effects of Tolerance for Ambiguity and 
Uncertainty on the Appropriateness of 
Accounting Performance Measures. 


This article examines how task uncertainty, environmental uncertainty 
and tolerance for ambiguity (TFA) affect managerial opinions about the 
appropriateness of accounting performance measures (APM). Based on 
accounting and psychology literature, this study argues that task uncer- 
tainty and environmental uncertainty differ in their direct effects on the 
appropriateness of APM, and furthermore that the relationship between 
uncertainty and the appropriateness of APM is moderated by managers’ 
TEA. Hypotheses are developed, and tested with data from a survey study 
among 250 managers in eleven organizations, using partial least squares 
(PLS). Overall, the results show that the two types of uncertainty have 
opposite effects.on managers’ opinions about the appropriateness of 
APM, and that these effects are moderated by TFA, which confirms 
expectations. No direct effect of TFA on the appropriateness of APM 
was found. Overall, these findings provide an explanation of the incon- 
sistencies in the extant behavioural management accounting literature 
that has addressed the appropriateness of APM under uncertainty. 


Key words: Accounting; Ambiguity; Measures; Performance; Uncertainty. 


The behavioural management accounting literature pays ample attention to the 
appropriateness of budget-based performance measures under uncertainty (e.g., 
Covaleski et al., 2003; Merchant et al., 2003). Studies generally argue that uncertainty 
has a negative effect on the appropriateness of such measures, as uncertainty renders 
them uncontrollable, incomplete or irrelevant (cf. Hartmann 2000; Marginson 
and Ogden, 2005). Empirical evidence, however, is mixed. Individual studies 
report managers showing positive, zero and negative affective and behavioural 
responses to the use of accounting performance measures (APM) under uncer- 
tainty (Hartmann, 2000; Covaleski et al., 2003). Therefore, the existing literature 
does not allow one to conclude whether uncertainty atfects the appropriateness of 
APM positively or negatively (cf. Marginson and Ogden, 2005). This article aims 
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to develop and test three explanations for this apparent lack of consistency in the 
literature, and thus aims to provide a better understanding of the appropriateness 
of using APM under uncertainty. For this purpose, this article, first, distinguishes 
between different types of uncertainty, arguing that task uncertainty and environ- 
mental uncertainty affect the appropriateness of APM in opposite ways. Second, 
it investigates the potential effect of the uncertainty related personality construct 
tolerance for ambiguity (TFA; MacDonald, 1970), as a complement to these two 
extrinsic sources of uncertainty. Third, it studies the appropriateness of APM by 
focusing directly on managerial opinions about APM (cf. Hirst, 1983a; Magner 
et al., 1995; Fisher, 1996). In sum, this work investigates the direct effects of task 
uncertainty, environmental uncertainty and TFA on managers’ opinions about the 
appropriateness of APM, as well as the interactive effects of TFA and uncertainty 
on such opinions. 


LITERATURE REVIEW AND DEVELOPMENT OF HYPOTHESES 


Several overviews exist of the empirical management accounting literature that 
investigates the effects of uncertainty on the appropriateness of APM (e.g., Briers 
and Hirst, 1990; Chapman, 1997; Hartmann, 2000; Luft and Shields, 2003). These 
overviews show that this literature has mainly adopted the contingency perspec- 
tive, and has generally identified uncertainty as the dominant determinant of 
the appropriateness of APM (Chapman, 1997; Hartmann, 2000; Covaleski et al., 
2003). Although the overview studies acknowledge this importance of uncertainty 
(Chapman, 1997; Hartmann, 2000; Covaleski et al., 2003), they conclude that its 
alleged importance as the determinant of appropriate information characteristics 
(e.g., Thompson, 1967; Galbraith, 1977) is not yet clearly reflected in the available 
empirical evidence. In the many studies that considered the effects of accounting- 
based performance measurement, uncertainty is found to have positive effects 
(e.g., Ezzamel 1990), no effects (e.g., Govindarajan 1984), and negative effects 
(e.g., Hirst .1983a; Brownell 1987) on the appropriateness of APM. 

There are several reasons for what appears to be a lack of consistency. First, 
Tymon et al. (1998) and Hartmann (2000) suggest that existing works may not 
have treated the construct of uncertainty carefully enough to find the predicted 
effects. Specifically, studies may have paid too little attention to the theoretical and 
empirical differences between task uncertainty and environmental uncertainty, 
which may be related to the source of uncertainty they reflect (cf. Hartmann, 2000, 
p. 481). Contrary to these earlier studies, this article will therefore study these two 
factors simultaneously, yet will develop separate hypotheses for task uncertainty 
and environmental uncertainty. Second, some studies suggest that the relationship 
between uncertainty and the appropriateness of APM may be less linear than 
generally assumed, as it may be moderated by personality and cognitive charac- 
teristics of the information user (see, e.g., Lal and Hassel, 1998; Covaleski et al. 
2003). Such cognitive characteristics of the information user may be captured by 
the TFA construct, which reflects individuals’ (dis)liking of ambiguous and 
complex situations, and serves to predict individual preferences for, or aversions 
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to, certain types of information in such situations (see, e.g., Gul, 1984, 1986). 
Indeed, earlier works have demonstrated that TFA affects managerial opinions 
about the appropriateness of accounting and control systems at large (e.g., Collins, 
1978; Brownell, 1982; Harrison, 1993), as well as the perceived importance of 
different types of information (cf. Dermer, 1973; Lal and Hassel, 1998). Cognitive 
research has suggested that managers’ information preferences are the result 
of personality-uncertainty interactions (cf. Downey et al., 1975, 1977). Finally, 
evidence about the effect of uncertainty on the appropriateness of APM is mainly 
based on studying the behavioural outcomes of interaction of APM use and 
uncertainty, with only few studies examining direct effects on managerial opinions 
(e.g., Hayes, 1977; Hirst, 1983b; Fisher, 1996). The problems associated with these 
interaction models (see, e.g., McClelland and Judd, 1993; Hartmann and Moers, 
1999) may have negatively affected the chances of finding consistent effects. This 
article will thus focus. on managerial opinions, and acknowledges that attitudes 
and opinions are important determinants of managers’ acceptance of performance 
evaluation systems (cf. Hirst, 1983a), as well as of the motivation and performance in 
response to such systems (e.g., Wentzel, 2002), and of their organizational behaviours 
in general (e.g., Fishbein and Azjen, 1975). Below, specific hypotheses are developed 
that relate two types of uncertainty and TFA to managerial opinions about the 
appropriateness of APM. The general research model is depicted in Figure 1. 


Environmental Uncertainty and Managerial Opinions About the Appropriateness 
of APM 

Despite the typical hypothesis that uncertainty generally diminishes the appropri- 
ateness of APM, such a claim has little empirical and theoretical support. Based 
on an overview of the literature, Hartmann (2000) noted that there is considerable 
support for a general positive effect of environmental uncertainty on the appro- 
priateness of APM. Environmental uncertainty is what a manager faces as a result 
of unpredictability in the actions of the customers, suppliers, competitors and 
regulatory groups that are external to the organization but that may produce or 
cause conditions that can affect the organization and its future (cf. Ewusi-Mensah, 
1981; Govindarajan, 1984). Under such circumstances, formal planning and 
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accounting may be especially important since that allows systematic rather than 
chaotic reaction to change (Horngren et aL, 1996, p. 257) and protects manapers 
against role ambiguity (Marginson and Ogden, 2005). In a field study that specifi- 
cally addresses the use of performance targets under uncertainty, Merchant (1989) 
found that many uncertainties are controlled for in the performance measurement 
process. Environmental uncertainty strongly appears as a factor that provides 
input for the planning process that eventually leads to establishing more detailed 
accounting budgets. Also Simons (1987a, 1987b, 1990) predicted and found positive 
effects of environmental uncertainty on the use of accounting systems, explained 
by the fact that uncertain environments require more information sharing, some- 
thing which mostly happens within the context of formal accounting and control 
procedures. Formal controls, such as accounting budgets, may even stimulate 
the interactions required (cf. Simons, 1995), which explains why environmental 
uncertainty has been found to enhance the usefulness of formal cost controls 
(Khandwalla, 1972), formal control procedures (Simons, 1987b) and formal budget- 
ing (Abernethy and Brownell, 1999). This suggests an increased appropriateness 
of the typical accounting measures of performance at the departmental level, for 
higher levels of environmental uncertainty. A complementary positive impact of 
environmental uncertainty on the appropriateness of APM at the individual level 
is argued to result from their so called buffering function (cf. Marginson and 
Ogden, 2005). Budgets provide a buffer between the wider, strategic and external 
environment of the organization, and the manager’s narrower, functional and 
internal working environment. This buffering function of administrative systems 
is well known and supported in the organizational and accounting literatures (e.g., 
Thompson, 1967; Hayes, 1977; Merchant, 1984; Olson and Rombach, 1996). 
Merchant (1984, p. 293), for example, notes: ‘the budget can be used for buffering 
by treating it as a fixed performance commitment, regardless of how the market 
is changing’. Overall, this suggests that environmental uncertainty may’have a 
positive impact on users’ opinions about the appropriateness of APM. Individual 
managers perceive these measures as the formal instrument to communicate a 
limited set of clear, objective and fixed performance targets that may in fact 
reduce uncertainty as they add stability to the environment in which they are 
formulated (cf. Rizzo et al., 1970; Galbraith, 1977; Merchant, 1981; Gordon and 
Narayanan, 1984; Chenhall and Morris, 1986; Ezzamel, 1990; Ross, 1995). These 
considerations lead to the following hypothesis. 


H1: Environmental uncertainty has a positive effect on managers’ opinions about 
the appropriateness of accounting performance measures. 


Task Uncertainty and Managerial Opinions About the Appropriateness of APM 

The case for task uncertainty is rather different (e.g., Tymon et al., 1998). Task 
uncertainty is the uncertainty caused by the complexity and diversity of the tasks 
performed by the manager (cf. Thompson, 1967; Hirst, 1983a, 1983b). Different 
from environmental uncertainty, task uncertainty is an inherent job characteristic 
that relates to managerial work processes. Task uncertainty will therefore benefit 
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less from the use of formal control procedures, such as APM, since they emphasize 
the output of these processes, in terms of departmental results, rather than the 
processes themselves (e.g., Hirst, 1983a, 1987). Although APM may enhance a 
manager’s understanding of performance goals, task uncertainty will negatively 
affect the expectancy of attaining such goals, because for more complex tasks, 
effort does not necessarily pay off so directly (Locke and Latham, 1990, p. 260). 
While accounting performance indicators may communicate specific targets, higher 
levels of task uncertainty will cause managerial response uncertainty (Milliken, ` 
1987), which reflects the perceptual uncertainty about how to achieve a certain 
objective. Thus, the common belief is that task uncertainty will lead to confusion, 
and not clarity, over the way in which organizational or departmental accounting 
performance targets can be attained (cf. Early, 1985; Hirst, 1987; Wood et al., 1987; 
Early et al., 1989; Sawyer, 1992). Additionally, at the individual level the use of 
APM may result in managers’ feelings of being evaluated unfairly (e.g., Otley, 1978; 
Hirst, 1981, 1983a; Ross, 1994). As the organizational justice literature predicts 
(e.g., Landy, 1989), managers confronted with higher levels of task uncertainty 
will disagree with the use of performance indicators that they increasingly see as 
incomplete and uncontrollable. Furthermore, from a motivational perspective, 
managers will not readily accept targets that they perceive to be risky to attain (cf. 
Early, 1985; Locke and Latham, 1990). Overall, therefore, it is expected that: 


H2: Task uncertainty has a negative effect on managers’ opinions about the 
appropriateness of accounting performance measures. 


TFA and Managerial Opinions About the Appropriateness of APM 
The TFA concept, that originates in the personality literature (Frenkel-Brunswik, 
1949; Budner, 1962), may also explain managerial opinions about the use of 
accounting information for performance evaluation. Personality can be generally 
defined as the coherent organization of cognitions and affects that determine 
behaviour patterns (e.g., Burger, 1993; Pervin, 1996), and TFA reflects the general 
feelings and attitudes of an individual toward ambiguity and ambiguous situations. 
Since ambiguity means uncertainty of meaning (cf. Dermer, 1973, p. 512), an 
ambiguous situation can be defined as a situation that cannot be adequately 
structured or categorized by an individual (cf. Budner, 1962, p. 30). A situation is 
likely to be perceived as ambiguous when it is uncertain, changing or unstable, or 
when it confronts the individual with new and unfamiliar problems (Duncan, 1972; 
Dermer, 1973; Ho and Rodgers, 1993). TFA specifically relates to the information 
that individuals receive from or about such situations. In this vein, Norton (1975, 
p. 608) defines intolerance for ambiguity as: ‘a tendency to perceive or interpret 
information marked by vague, incomplete, fragmented, multiple, probable, unstruc- 
tured, uncertain, inconsistent, contrary, contradictory, or unclear meanings as 
actual or potential sources of psychological discomfort or threat’. 

Since TFA relates to the information or ‘cues’ received from specific situations, 
it is often defined as a cognitive characteristic of individuals as well (cf. Dermer, 
1973; Pratt, 1980; Gul, 1984). Both personality and cognitive research use the TFA 
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construct to predict individual responses, in terms of attitudes and behaviours, 
to ambiguity and ambiguous situations (e.g., Frenkel-Brunswik, 1949; Martin and 
Westie, 1959). Individuals with high TFA are generally expected to seek out and 
enjoy ambiguity, and they are expected to excelin the performance of ambiguous 
tasks (MacDonald, 1970; Ebeling and Spear, 1980; Lysonski and Durvasula, 1990). 
- In contrast, individuals with low TFA are expected to show opposite responses, 
caused. by their tendency to perceive ambiguous situations as sources of threat 
(Budner, 1962, p. 30; Frone, 1990, p. 310) and their need to avoid undefined or 
misinterpretable stimuli (Dermer, 1973, p. 521). Individuals with low TFA there- 
fore dislike ambiguous situations and will seek ways to avoid them. Furthermore, 
they are less able to deal with the ambiguity in the situations they face, will show 
higher levels of stress in uncertain working environments (Frone, 1990), and will 
act to reduce ambiguity (Martin and Westie, 1959; MacDonald, 1970; Lewin and 
Stephens, 1994). The literature identifies two main ways for ambiguity reduction 
(Budner, 1962), which are of direct relevance to accounting research. First, 
individuals with low TFA may deny ambiguity by preferring ‘black and white’ 
information that conceals ambiguity (MacDonald, 1970, p. 791). Second, individuals 
with low. TFA may have a tendency to collect more information about situations 
they perceive as ambiguous (Budner, 1962, p. 30; Bennet et al., 1990; Chong 1998). 
This latter tendency hints at the relationship between TFA and the concept of 
uncertainty as information deficit (cf. Galbraith, 1977). 

In accounting research, the TFA concept has mainly been used to predict 
individual preferences for the use of accounting information for decision making 
(e.g., Dermer, 1973; Gul, 1984, 1986; Pincus, 1990). Accounting studies have 
relied on TFA to predict individual preferences for the type of information (e.g., 
Dermer, 1973; Oliver and Flamholtz, 1978), the amount of information (Dermer, 
1973; McGhee et al., 1978; Oliver and Flamholtz, 1978; Chong 1998), and individual 
decision confidence given a specific amount of accounting information (Dermer, 
1973; McGhee et al., 1978; Gul, 1984, 1986). Regarding the type of information, 
Dermer (1973, p. 513) predicted that: ‘ “Intolerants” attempt to reduce the threats 
in ambiguous situations ... by manifesting a preference for readily interpretable 
stimuli. Thus, when evaluating the importance of information, they may tend to 
judge factual data (e.g. expressed in numbers) to be more important than abstract 
or conceptual data.’ Empirical evidence for the effect of TFA on the preferred or 
used amount of information is mixed at best, either when considered in respect of 
information use or decision confidence. Pratt (1980) and Pincus (1990) argue that 
this may be caused by the fact that ‘intolerants’ are inclined to simply ignore 
uncertainty, fail to recognize uncertainty, or act as if there were certainty, which 
would result in using less information and higher decision confidence. In contrast, 
however, available evidence for the effect of TFA on the type of information 
preferred and used suggests that individuals with low TFA have a stronger general 
preference for the use of accounting information, defined as ‘current’, ‘internal’ and 
‘financial’ information, than individuals with high TFA (Dermer, 1973, p. 518). 
Dermer’s findings related to decision making, but may hold also for the use of 
APM, given the equality of the definitions of accounting information (Dermer, 
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1973; Hayes, 1977; Govindarajan, 1984; Chong 1998). Also, more general studies 
about the relationship between TFA and information type preferences suggest that 
TFA is associated with preferences for APM. Bennett et al. (1990) found ‘that 
intolerants require more immediate and more specific feedback information, which 
is. what accounting budgets generally provide (cf. Luckett and Hirst, 1989; Luckett 
and Eggleton, 1991; Marginson and Ogden, 2005). Norton (1975, p. 616) suggests 
a relationship between TFA and the preferred types of performance information, 
arguing that intolerants show a high need for clear and explicit evaluations, such 
as those provided by APM. In sum, therefore, the expectation is warranted that 
managers with low (high) TFA will show a higher (lower) general preference for 
APM, for both departmental and individual performance assessments. 


H3: TFA has a negative effect on managers’ opinions about the appropriateness 
of accounting performance measures. 


The Moderating Effect of TFA on the Relationships Between Uncertainty and 
Managerial Opinions About the Appropriateness of APM 

Since TFA captures individuals’ attitudes towards information received in and from 
uncertain situations, it is also expected here, in line with previous studies, that 
individual attitudinal and behavioural responses to task uncertainty and environ- 
mental uncertainty may be affected by an individual’s TFA (e.g., McGhee, 1978; 
Faircloth and Ricchiute, 1981; Gul, 1986; Lal and Hassel, 1998). In general, it is 
expected that these responses will be stronger for individuals with low TFA than 
for individuals with high TFA. 

Regarding environmental uncertainty, the relationship predicted in H1 expressed 
environmental uncertainty as having a positive effect on the appropriateness 
of APM, because the measures and the formal systems they originate from serve 
as a structuring and buffering device. In terms of TFA, these functions should be 
interpreted as reducing the complexity of the external environment, and thus as 
reducing the ambiguity in the working environment (e.g., Frone, 1990; Lewin and 
Stephens, 1994). Since subjects with low TFA are generally believed to strive for 
such ambiguity reduction, it would be expected that the effect predicted via H1 
will be more pronounced for subjects with low TFA than for subjects with high 
TFA. Conversely, subjects with high TFA may have no need for this buffering 
and structuring, and may even feel that this reduction is an oversimplification of 
the ‘real’ environment (Dermer, 1973; Gordon and Miller, 1976; Gordon and 
Narayanan, 1984), or may feel better able to deal with such uncertainty (see 
Gupta and Govindarajan, 1984). Thus, one would expect that: 


H4: The effect of environmental uncertainty on managers’ opinions about the 
appropriateness of accounting performance measures is more positive for 
managers with low TFA than for managers with high TFA. 


Regarding task uncertainty, it is also expected that the relationship specified in 
H2 is more pronounced for individuals with low TFA than for individuals with 
high TFA. The negative relationship between task uncertainty and managerial 
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opinions about APM stemmed from task uncertainty decreasing the perceived 
controllability, and completeness and thus increased response uncertainty (cf. 
Milliken, 1987). While task uncertainty will generally lead to increased ambiguity 
over the way in which accounting performance targets can be attained (cf. Hirst, 
1987; Early et al., 1989; Sawyer, 1992), it can be expected that this effect is 
stronger for individuals with low TFA, since TFA is explicitly associated with the 
perceived incompleteness and uncontrollability of information (see Norton, 1975, 
p. 616). The associated feelings of being evaluated unfairly (e.g., Ross, 1994) will 
also be correspondingly higher, resulting in increased disagreement with their use 
and decreased motivational impact (Locke and Latham, 1990). This suggests that: 


H5: The effect of task uncertainty on managers’ opinions about the appropriate- 
ness of accounting performance measures is more negative for managers with 
low TFA than for managers with high TFA. 


RESEARCH METHOD 


To test the hypotheses, data were gathered using a questionnaire survey, distrib- 
uted amongst 250 managers in eleven Dutch organizations that had a formal 
budgeting system. Purposive sampling was done in two phases, first organizations 
and then managers, in line with much previous budgetary contingency research, 
aiming to find a balance between the cost of true random sampling, the high risk 
of non-response bias with survey research, and the required variation in the key 
independent variables (cf. Emory and Cooper, 1991; Alreck and Settle, 1985; 
Pedhazur and Pedhazur-Schmelkin, 1991). The latter was ensured by selecting 
organizations from various types of industries and with different activities. True 
random sampling, which requires the a priori establishment of the population 
from which a sample is drawn, was not possible since detailed and complete public 
data on managers with budget responsibility were not available (e.g., Alreck and 
Settle, 1985; Oppenheim, 1992). Also, the use of additional sampling criteria 
required the cooperation of officials in each organization, and therefore initial 
organizational support. One criterion for the selection of organizations for partic- 
ipation was their location in one country (the Netherlands) and their employment 
of Dutch managers. This restricted the analysis to one country and culture, 
thereby controlling for the potential bias from cultural factors influencing the `: 
budgeting behaviours under study (see, e.g., Harrison, 1992, 1993). An additional 
reason was that this focus allowed the study to be presented as a comparative 
study of budgeting practices and behaviours in a single country, which was believed 
to enhance the organizations’ willingness to participate. Twelve organizations 
were approached and asked to participate. All agreed to explore the possibility of 
participation, and interviews were held to learn about their budgeting and per- 
formance evaluation systems, to assess their interest in participation, and to ask 
their support for conducting the survey study. This involved the organization’s 
cooperation in selecting respondents, the distribution of questionnaires by internal 
mail, the writing and attachment of a letter of endorsement by a senior official, 
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TABLE Í 


DESCRIPTIVES OF ELEVEN PARTICIPATING ORGANIZATIONS 


Org. Sector Industry Main activity Sample Usable resp. Int. hrs 
A Private Chemicals Production 10 7 (70%) 75 
B Private Consumer electronics Production 34 29 (85%) 6.5 
C Private Consumer electronics Retail 27 19 (70%) 5.5 
D Private Automotive Production 15 11 (73%) 335 
E Private Food and drink Production 25 21 (88%) 9.0 
F Private Food and drink Production 9 6 (67%) 6.0 
G Private Electronic office equipment Production 24 17 (68%) 5.0 
H Public City development Project development 25 19 (76%) 4.5 
I Public City administration Governmental services 15 12 (80%) 3.0 
J Public Non-gov't organization Legal services 56 48 (86%) 3.5 
K Public National government Defence 10 7 (70%) 3.5 
Total 250 196 (78.4) 57.5 


and administrative support for all necessary mailing and follow-up procedures. 
Eleven organizations agreed to participate, while the twelfth decided that a survey 
would be untimely because of a process of substantive changes to its budgeting 
system. Table 1 contains descriptive statistics on the sample of the eleven participat- 
ing organizations and on the interviews held. 

To maintain anonymity and avoid selection bias, in each organization an official 
was asked to select respondents (cf. Brownell, 1995, p. 33). Selectors were asked 
to include a broad and large sample of responsibility centre managers, across 
functional areas and positions in the organizational hierarchy, including line and 
staff managers, and of a single (Dutch) nationality. These managers would be in 
charge of a distinct area of responsibility, would have a separate budget, would have 
at least one functional subordinate (cf. Hirst, 1983a), and would have experienced 
at least one complete budgeting and performance evaluation cycle. In total, 250 
managers were selected. The sample size per organization ranged from nine to 
fifty-six. The mean and median number of managers per organization were 
22.8 and 24, reflecting the organization’s size and responsibility centre structure 
(see Table 1). 


Variable Measurement | 

Perceived environmental uncertainty (PEU) is measured using subjects’ perceptions 
of uncertainty from the organization’s external environment. For five 
attributes, derived from Govindarajan (1984) and Merchant (1990), that relate to 
customers, competitors, suppliers, technological developments and legal develop- 
ment, respondents were asked to indicate on six-point, fully anchored Likert scales 
the perceived predictability and the perceived impact on work and performance 
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(cf. Dill, 1958; Lawrence and Lorsch, 1967; Duncan, 1972). The focus on predictability 
rather than volatility follows Lorsch and Allen (1973) and Gordon and Narayanan 
(1984), and reflects the view that volatility is a necessary but not a sufficient 
condition for uncertainty perceptions (Khandwalla, 1972; Downey and Slocum, 
1975; Miles and Snow, 1978; Ezzamel, 1990). Emphasis on predictability and 
impact follows Khandwalla (1972). Initial factor analysis revealed that the ten 
items loaded on three factors, which is in line with some earlier evidence of the 
multi-dimensionality of this construct (see, e.g., Downey et al., 1975; Mintzberg, 
1979; Buchko, 1994). To reduce measurement error, it was decided to base the 
PEU scores on the six items that loaded on the first factor. These items related to 
customers, competitors and technological developments. Cronbach’s alpha for the 
reduced scale was a satisfactory 0.77, much exceeding scores in previous occasions 
(Govindarajan, 1984; Merchant, 1990). 

Perceived task uncertainty (PTU) is measured with the instrument that Withey 
et al. (1983) developed from several existing and related instruments (e.g., Van de 
Ven and Delbecq, 1974, and Van de Ven and Ferry, 1980). It has been used 
before in the accounting literature by Brownell and Hirst (1986). The instrument 
asks respondents to indicate on five-point fully anchored scales their level of 
agreement with nine statements related to the analysability and variability of their 
tasks. Cronbach’s alpha for the scale was 0.87. Subsequent factor analysis 
revealed two factors, but since they did not correspond to the distinction between 
variability and analysability (e.g., Brownell and Hirst, 1986), and because of the 
high and maximal alpha, it was decided to base the score on all items for the 
empirical analyses (cf. Imoisili, 1989). 

Tolerance for ambiguity (TFA) is measured with the MacDonald (1970) 
instrument, which asks respondents to state whether they agree or disagree with, 
in total, twenty statements about ambiguous situations (Lange and Houran, 1999). 
The instrument has been used in several accounting studies (e.g., Gul, 1984, 1986), 
and was available in a Dutch translation by Vaassen et al. (1993). To derive variable 
scores from the raw scores, answers denoting high tolerance for ambiguity were 
scored one, and scores denoting low tolerance for ambiguity were scored minus 
one (cf. MacDonald, 1970; Vaassen et al, 1993). The scale’s initial Cronbach’s 
alpha, which is equal to the KR-20 coefficient (e.g., Nunnally and Bernstein, 1994), 
was 0.57. For a twenty-item instrument with considerable history (e.g., Kirton, 
1981), this is quite low, although it is composed of dichotomous items. For this 
reason, further factor analysis to attest multi-dimensionality was not possible (cf. 
Kim and Mueller, 1978) and therefore it was decided to base the score for TFA 
on eighteen items, deleting the two items that had negative item-total correlations 
(cf. Emory and Cooper, 1991; Pedhazur and Pedbazur-Schmelkin, 1991). Cronbach 
alpha for the reduced scale is 0.61. The Pearson correlation between the reduced 
and full scale is 0.98 (p < 0.000). 

Managers’ opinions about the appropriateness of accounting performance 
indicators (AAPM) for measuring performance were assessed by asking subjects’ 
opinions about the extent to which individual performance and departmental 
performance are reflected in financial and quantitative terms. Since no instrument 
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was available in the literature, an instrument was developed for this study. The 
instrument contained twelve statements about APM, which Harrison (1993, p. 319) 
defined as performance measures quantified in accounting and financial terms, 
and prespecified as budget targets, of which six related to individual performance 
and another six to departmental performance. The items referred to the perceived 
controllability, completeness and relevance of APM, in line with the dominant 
characteristics mentioned in the extant literature (see, e.g., Argyris, 1952; 
Hopwood, 1972; Hirst, 1981, 1983a; Brownell, 1981, 1985; Govindarajan and 
Gupta, 1985; Dunk, 1990; Emmanuel et al., 1990; Baker, 1990). Respondents were 
asked to indicate their level of agreement with the statements on five-point, fully 
anchored scales. As Table 3 below shows, factor analysis revealed a clear factor 
structure with the exception of one reversed item (see Carmines and Zeller, 
1979). Thus, it was decided to use the two variables separately in the analyses of 
the hypotheses, which denoted the opinions about the appropriateness of APM 
for individual performance measurement (AAPM-IND) and for departmental 
performance measurement (AAPM-DPT). Variable scores were subsequently 
based on the six items that loaded on the first factor and second factor. The asso- 
ciated Cronbach’s alphas were 0.84 and 0.81. For criterion validation purposes of 
this new instrument, a related instrument was included in the questionnaire, 
measuring felt usefulness of budgeting, that has been used frequently in previous 
budgetary research (e.g., Bruns and Waterhouse, 1975; Swieringa and Moncur, 
1975; Kenis, 1979; Merchant, 1981; Chenhall and Morris, 1986). This latter instru- 
ment asks respondents to state on five-point scales the extent to which they feel 
that their budgets enable them to perform well, be flexible, be innovative, and 
to keep track of, and improve, their performance. Factor analysis revealed one 
factor and Cronbach’s alpha was 0.83. Correlations between this latter variable 
and AAPM-IND and AAPM-DPT are 0.43 (p < 0.000) and 0.44 (p < 0.000), 
respectively, suggesting relatedness, yet dissimilarity. 


Organization, Response Rates and Descriptive Statistics 

The questionnaire was pre-tested with five faculty colleagues, four external 
reviewers, and eleven contact persons in all participating organizations, after which 
it was tested in the field with four potential respondents in two organizations. 
Minor alterations were made in each step. Several recommendations from Dillman 
(1978, 2000) were followed to optimize the logistical process and enhance response 
rates, such as the promise of strict anonymity, the use of high-quality printing 
with handwritten signatures, the use of pre-stamped envelopes and separate cards 
to request the study’s results, and the inclusion of a pen as a token and for conven- 
ience. After the reminding procedure, 196 usable questionnaires were obtained 
which amount to a response rate of 78.4 per cent (see Table 1), which compares 
favourably to earlier and similar studies (cf. Dillman, 1978, 2000). Since items 
were worded in Dutch, a translation and retranslation procedure was used to 
establish inter-language validity (cf. Daniel and Reitsperger, 1991). The average 
respondent’s age was 46.2 years. Respondents had, on average, worked with their 
present employers for 18.1 years, and had been in their present positions, on 
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TABLE 3 


DESCRIPTIVE STATISTICS OF VARIABLES (N = 196) 


Variables Mean SD Theoretical range Actual range Alpha 
PEU 2.48 1.03 0.00-5.00 0.00-4.17 0.77 
PTU 3.54 0.67 1.00-5.00 1.89-4.89 0.87 
TFA 3.91 4.90 —18.00--18.00 ~12.00-16.00 0.61 
AAPM-DPT 2.59 0.92 1.00-5.00 1.00-5.00 0.84 


AAPM-IND 2.42 0.74 1.00-5.00 1.00-4.33 0.81 


average, for 5.7 years. The average number of employees in the respondents’ area 
of responsibility, which includes both the respondents department and sub- 
departments, was 79.0. On average, the respondents’ span of control, as measured 
by the number of employees under direct supervision, was 8.8. Despite the high 
response rate, a test for non-response bias was conducted, comparing mean scores 
on variables for early and late responders (cf. Oppenheim, 1966; Brownell, 1995). 
The results of this analysis showed little evidence of systematic bias from non- 
response. A test for potential spurious effects was done by correlating the scores for 
the three independent variables with the four descriptive variables: function, age, 
tenure, and span of control. Small, yet significant (p < 0.100) positive associations 
were found between PEU and sales and marketing management function, 
between PTU and production and procurement management functions, and 
between TFA and the sales management function. Tenure in the company was 
negatively associated with TFA and PTU. Span of control was positively associated 
with PTU and PEU. Age was not correlated with any of the three variables. 


RESULTS 


The hypotheses were analysed with the path analytic modelling technique of 
partial least squares (PLS). Similar to covariance-based structural equation 
modeling techniques (e.g., LISREL, EQS), PLS is a second-generation statistical 
technique that allows testing causal models with multiple intervening and depend- 
ent variables, in which a distinction is made between the structural, the theoretical 
and the measurement models. Different from techniques such as LISREL and 
EQS, PLS explains variancé and resembles ordinary least squares regression as 
regards output and assumptions (Barclay et al., 1995). As such, PLS allows smaller 
sample sizes than covariance-based models, and neither aims at optimization of 
the model nor reports on the fit of the whole model (see Chin, 1998). PLS thus 
overcomes some of the theoretical and estimation problems associated with the 
use of covariance-based models (see, e.g., Hulland, 1999). Results from PLS are 
comparable to f-statistics from OLS-regression as regards the structural model, 
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TABLE 4 


CORRELATION STATISTICS (PEARSON, TWO-TAILED SIGNIFICANCE, N = 196, 
PARTIAL CORRELATIONS BELOW DIAGONAL) 


Variables PEU PTU TFA AAPM-DPT AAPM-IND 
PEU 1.000 —0.126**** —0.141*** 0.379* U.173*** 
PTU 1.000 0.407* ~0,326* —0.194** 
TFA 1.000 ~0.209** —0.170*** 
AAPM-DPT 1.000 0.617* 
AAPM-IND 1.000 


* p < 0.001, ** p < 0.010, *** p < 0.050, **** p < 0.100. 


and with principal component analysis for the measurement model. PLS is used 
here to estimate the structural model only, with separate assessment of the meas- 
urements (see above). This allowed comparability with earlier research; but more 
importantly guarantees that the measurement and meaning of constructs is con- 
stant across the analyses in this article (Barclay et al., 1995, p. 287). As further 
explained below, multiple analyses were required for separate analyses of main 
and interaction effects (cf. Hartmann and Moers, 1999). 

Before designing and testing the final model, a preliminary data analysis 
established the validity and reliability of measures (see above), and the appropri- 
ateness of the causal model, following recommendations by Hair et al. (1998, 
p. 600). Table 4 reports on the correlation between the five variables. As the 
correlation coefficients show, these figures provide initial support for the first 
three (linear) hypotheses. The correlations are significant and in the direction 
hypothesized. Three path models were tested using PLS, a main effect model 
(Figure 2) and two interaction models (Figure 3 and 4). The interaction models 
contain main effects and an interaction effect. As Chin et al (1996) demonstrated, 
the similarity between PLS and OLS-regression supports the testing of interaction 
effects in PLS much in accordance with ordinary moderated regression analysis.' 
To test for differences in relationships for subjects with high and low TFA (H4 
and H5), the scores for the TFA variables were dichotomized at the mean scores. 
This procedure was used to correct for the measurement error in the TFA scale 
(cf. Arnold, 1982), and is argued to increase the chances of detecting existing 
interaction effects (see, McClelland and Judd, 1993). Furthermore, in line with the 


t The procedure suggested by (Chin et al., 1996) involves establishing an interaction term as a latent 
variable, which is reflected in manifest variables. For two constructs, measured with n and m items, 
this would amount to a latent interaction variable that is reflected in n x m manifest variables. Chin 
et al (1996) use a Monte Carlo simulation that provides clear support for finding an interaction 
effect using this procedure. Note that for the present study, the interaction would amount to 6 x 18 
(PEU-TFA interaction) and 9 x 18 (PTU-TFA interaction) manifest variables, which would violate 
the degrees-of-freedom restriction of PLS. This was another important reason to use the causal 
modelling procedure for the structural model only (e.g., Chin, 1998). 
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FIGURE 2 


RESULTS OF PLS ANALYSIS FOR MAIN EFFECTS MODEL 


AAPM-IND 





0.340 


-0.278 





hypotheses, this relaxed any potential theoretical or empirical assumption of 
continuity of the TFA construct (cf. Arnold, 1982). The dichotomous and contin- 
uous TFA scores were highly correlated (Spearman-Rho, 0.87, p < 0.000). The 
loss of observations, often associated with the use of dichotomized variables, was 
avoided by using a mean split rather than a median split to divide the sample in 
subjects with low and with high TFA. This ensured that the analysis was based 
on all 196 observations. One model was analysed for the main effects predicted 
in H1, H2 and H3. Two other models tested the interactions between task 
uncertainty and environmental uncertainty and TFA, predicted in H4 and H5. 
These separate analyses avoided the inappropriate simultaneous testing of main 
and interaction effects, and the inappropriate simultaneous testing of separate 
and unrelated interactions of the same order (cf. Hartmann and Moers, 1999). 

Figures 2, 3 and 4 display the models tested and report on the standardized 
Bs that resulted from the PLS analysis. Solid lines represent significant path 
coefficients. The corresponding Tables 5, 6 and 7 contain the detailed output 
statistics of the analysis of path coefficients and report on the significance of these 
coefficients, which is based on a bootstrapping procedure that used 250 samples 
with replacement. These tables also report on R-squared statistic for the depend- 
ent and intervening variables. 

Hypotheses 1 and 2 predicted a positive and a negative relationship between 
environmental uncertainty and task uncertainty on managers’ perceptions of the 
appropriateness of APM. As the results in Table 5 show, these hypotheses are 
supported. In line with the results from the preceding correlation analysis, both 
uncertainty variables are significantly related with managerial perceptions about 
the appropriateness of APM for departmental performance measurement, and 
for individual performance measurement. The main effects model shows no 
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FIGURE 3 


RESULTS OF PLS ANALYSIS FOR ENVIRONMENTAL UNCERTAINTY MODEL (SIGNIFI- 
CANT PATHS IN BOLD) 
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support for a direct effect of TFA on the opinions about the appropriateness of 
APM, either related to departmental performance measurement or individual 
performance measurement. Also, these findings do not provide evidence of an 
indirect effect of TFA through uncertainty perceptions, since the opposite signs 
of the relationships between TFA and environmental uncertainty and task 
uncertainty suggest no overall dominant effect of personality. 
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TABLE 5 


RESULTS OF PLS ANALYSIS FOR MAIN EFFECTS MODEL (N = 196) 


Paths to: From: PTU PEU TFA R? 


PTU 0.347 (5.741)* 0.121 
PEU -0.222 (2.996)** — 0.050 
AAPM-DPT —0.278 (4.179)* 0.340 (5.368)* —0.018 (0.293) 0.242 
AAPM-IND ~0.156 (1.984)*** 0.140 (1.729)**** — —0.060 (0.839) 0.063 


* p < 0.001, ** p < 0.010, *** p < 0.050, **** p < 0.100. 


TABLE 6 


RESULTS OF PLS ANALYSIS FOR ENVIRONMENTAL UNCERTAINTY MODEL (N = 196) 


Paths to: From: TFA PEU TFA x PEU R? 


PEU —0.222 (3.123) ** 0.050 
AAPM-DPT 0.098 (0.527) 0.369 (5.837)* ~0.222 (1.208) 0.162 
AAPM-IND 0.266 (1.193) 0.174 (2.292)***  —0.401 (1.886)**** — 0.064 


* p < 0.001, ** p < 0.010, *** p < 0.050, **** p < 0.100. 


TABLE 7 


RESULTS OF PLS ANALYSIS FOR TASK UNCERTAINTY MODEL (N = 196) 


Paths to: From: TFA PTU TFA x PTU R 


PTU 0.347 (5.751)* 0.121 
AAPM-DPT 0.329 (1.203) —0.295 (4.106)* 0.430 (1.545) 0.125 
AAPM-IND 0.491 (1.775)**** -0.162 (2.049)*** — 0.598 (2.086)*** 0.066 


* p < 0.001, ** p < 0.010, *** p < 0.050, **** p < 0.100. 


The results of the test for a moderating effect of TFA on the relationship 
between environmental uncertainty and managerial opinions are depicted in 
Figure 3 and Table 6. They provide partial support for H4, since the moderating 
effects of TFA on the relationship between environmental uncertainty and 
appropriateness of APM were both in the expected (negative) direction, vet the 
relationship is only significant for the variable relating to individual performance 
measurement. 

The results of the test for a moderating effect of TFA on the relationship 
between task uncertainty and managerial opinions are depicted in Figure 4 and 
Table 7. They provide partial support for H5, since the moderating effect of TFA 
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on the relationship between task uncertainty and appropriateness of APM were 
both in the expected (positive) direction, yet the relationship is, also here, only 
significant for the variable relating to individual performance measurement. As 
the results in Table 7 also show, a marginally significant, positive, direct effect was 
found of TFA on the dependent variable related to individual performance meas- 
urement, but no attempt at interpretation was evident, since it represents a main 
effect in a model containing an interaction effect (cf. Hartmann and Moers, 1999). 


DISCUSSION 


Overall, the findings of this study suggest that environmental uncertainty and task 
uncertainty have opposite effects on managers’ opinions about the appropriateness 
of APM. In addition, the results support the proposition that TFA affects managers’ 
opinions about the appropriateness of APM, but that such an influence is indirect, 
moderating the effect of extrinsic contingency variables, task uncertainty and 
environmental uncertainty, rather than direct. These findings thus suggest that 
uncertainty has a stronger effect on the perceived appropriateness of APM for 
managers with low TFA than for managers with high TFA. In combination, these 
results provide an explanation for the mixed findings in the previous literature in 
which different sources of uncertainty have been equated (cf. Hartmann, 2000). 
First, they provide strong evidence for the existence of differential reactions to 
different kinds and effects of uncertainty (cf. Tymon et al., 1998). Second, they 
provide support for the relevance of personality and cognitive variables in 
accounting research in general (e.g., Harrison, 1993), but in particular suggest that 
preferences for accounting-based performance indicators systematically differ 
between personality related cognitive characteristics (cf. Lal and Hassel, 1998). 
The results do not support that in general managers with lower TFA have a 
higher preference for accounting information, which contrasts with earlier findings 
by Dermer (1973). Possibly, this difference is caused by the explicit inclusion of 
uncertainty variables in this study that, as they are related to TFA, may have 
picked up the direct effect (cf. Gul, 1986). Finally, it is important to conclude that 
perceptions about the appropriateness of APM are not universal, but appear to 
depend on the object of performance measurement, the department versus the 
individual. The factor analysis of the AAPM scale already attested to a difference, 
but the analysis of the causal paths suggested that perceptions about the proper 
measurement of individual performance are paramount. For all findings in this 
study, further research, which looks in more detail into the perceived characteristics 
of departmental versus individual performance measurement, should illustrate 
whether these effects are general, and whether the findings in this study are robust. 

Overall, this study contributes to the literature by showing that the relationship 
between uncertainty and the appropriateness of APM is more complex than 
previously assumed. Different sources of uncertainty affect this appropriateness 
differently, and personality characteristics (partially) amplify these effects. This is 
important, since it suggests that any theory that predicts singular relationships 
between ‘uncertainty’ and budgets, or budget-based performance measures, is 


258 


TOLERANCE FOR AMBIGUITY, UNCERTAINTY AND APM 


incomplete (cf. Marginson and Ogden, 2005). Moreover, it suggests that the plea 
for alternatives to traditional budgeting under uncertainty requires further under- 
standing (e.g., Hope and Fraser, 2003). This study also contributes to the manage- 
ment accounting literature by providing an example of the use of PLS in this 
area of empirical research, in which studies often have to deal with low sample 
sizes and measurement error. 

The current study, naturally, suffers from some inherent weaknesses related 
to the survey research method, such as the reliance on self-reported measures 
to measure perceptions, the threat of common-method effects, and the formal 
impossibility to corroborate the hypothesized directions of causality. Although 
managerial perceptions are paramount in explaining budget-related behaviour, as 
they were the explicit object of research for this study, further research may also 
use methods in which dependent and independent variables are measured using 
alternative methods. Such a research design may be complex, but multiple indica- 
tors of perceptions, attitudes and behaviours may be found that, together, provide 
more reliable measurement of perceptions. However, since the research method 
used in this study is very similar to the earlier studies that showed the inconsistent 
evidence regarding uncertainty that this study attempted to address, it is believed 
that the results reported here are important, and provide a contribution to this 
literature. Furthermore, it is important to note that the effects obtained in the 
different runs of the model show high robustness, and the results of the preliminary 
and final analyses are consistent. 

In addition to methodological improvements, future studies may extend the 
analysis in this article, which focused on subordinate managers, to the supervisory 
level. A relevant question is what role APM have in shaping supervisors’ perform- 
ance judgments under uncertainty. Supervisors may have a preference for APM, 
based on the need to reduce their ambiguity (cf. Keeley, 1977), since APM are 
relatively objective and widely available. Such comprehensive frameworks may, in 
general, lead to a better understanding of the diversity of roles that APM play in 
the (control) relationship between superiors and subordinates, and may add to our 
still incomplete knowledge about the various organizational roles of accounting 
budgets (cf. Marginson and Ogden, 2005). 
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Accounting as a Social and Institutional 
Practice: Perspectives to Enrich our 
Understanding of Accounting Change 


In the past two decades, a body of literature has developed which depicts 
accounting as a social and institutional practice. Researchers adopting 
this perspective typically demonstrate an appreciation for the pervasive 
and enabling characteristics of accounting and an awareness of the import- 
ance of local, time-specific factors which shape accounting change within 
particular instances. This work examines this literature and classifies its 
content using the themes identified by Miller (1994). Drawing upon 
aspects of this literature, the final sections develop a broad, thematic 
framework to assist researchers in future studies directed at understand- 
ing the diverse and complex processes through which changes to the 
accounting domain can occur. 


Key words: Accounting; Change; Institutional; Practices; Social. 


During recent decades, organizations and governments in many countries have 
become subject to more frequent calls for greater efficiency and effectiveness and 
also for the adoption of more clearly defined lines of responsibility and accounta- 
bility (Rose, 1988; Porter, 1992). As a consequence, calculative practices such as those 
applied within the domain of accounting have assumed a prominence beyond 
levels previously recognized (Power, 1994b, 1997b). Moreover, the domain of 
accounting has expanded significantly (Hopwood, 1992; Miller, 1994; Young, 1994). 

Within this context, accounting researchers have revealed that accounting prac- 
tices have pervasive and enabling characteristics which create particular ‘financial’ 
forms of visibility for abstract social and organizational phenomena that would 
otherwise never be ‘seen’ (see, e.g., Hines, 1988, 1991b; Hopwood, 1987b, 1992; 
Miller and O'Leary, 1990; Miller, 1992; Miller and Napier, 1993). Rendering 
activities, processes and events in financial terms offers a means by which the 
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actions and achievements of individuals may be standardized and compared. By 
doing so, particular ways are created by which these individuals may be thought 
about, controlled and directed, and acted upon (Miller, 1990, 1998; McLeish, 
1991; Rose, 1991; Porter, 1995; Callon, 1998). The result is that the application of 
accounting practices within organizations has implications not only for the 
functioning of individuals and organizations, but also for society as a whole. For 
these reasons, accounting is increasingly regarded as a social and institutional practice 
(Miller, 1994; see also Hopwood, 1992) rather than merely a technical practice. 

This broader understanding of accounting and the consequences of applying 
or reforming accounting practices outlined above has, however, generally not 
informed accounting regulatory developments around the world. Rather, such 
perspectives have been largely confined to academic circles, frequently found in 
particular articles published in a collection of accounting research journals in the 
sociological, interpretive and critical traditions including Abacus; Accounting, 
Auditing and Accountability Journal; Accounting, Organizations and Society; and 
Critical Perspectives on Accounting. Perhaps not surprisingly, the existing litera- 
ture in relation to detailed accounting pronouncements developed in most 
countries is, instead, dominated by ‘official-type’ accounts from the organized 
accounting profession, central rule-making agencies and their representatives. 
Invariably, these accounts seek to rationalize the application of accounting prac- 
tices in either broad zerms based on general notions of progress and improve- 
ment, or on more narrow technical/functionalist grounds such as ‘usefulness for 
decision making’ and/or ‘enhanced accountability’ (Miller, 1991; McGregor, 1993, 
1999; Young, 1995a). 

Viewing accounting as a social and institutional practice, instead of merely a 
technical practice, has spawned a range of studies. These works generally seek to 
interrogate the actual conditions and consequences associated with the development 
and application of accounting practices in particular organizational and social 
settings. Studies of this nature reflect an ongoing concern for understanding the 
processes and consequences of accounting change in specific settings, particularly 
where commercial accounting techniques and approaches are applied within 
organizations or societies for the first time. This work examines this body of literature. 

There are two primary aims. First, the social and institutional paradigm of 
accounting is explored more fully. In particular, the distinct themes associated 
with viewing accounting in this way are identified and used to classify a body 
of literature which has primarily arisen in the past two decades and which has 
explored different dimensions of accounting change. Second, drawing on such 
perspectives, a broad, thematic framework is proposed’ which can be applied in 
future interpretive and critical case-based research studies seeking to understand 
' the processes through which accounting change can occur. The proposed frame- 
work is expected to be particularly useful in supplementing existing and frequently 
used functionalist explanations of accounting innovation. Such an approach may, 
for example, shed light on instances where accounting regulations are developed 
and applied with little investigation of the broader implications of their application 
for the organizations mvolved or for society. 


266 


ACCOUNTING CHANGE: SOCIAL AND INSTITUTIONAL FACTORS 
ACCOUNTING AS A SOCIAL AND INSTITUTIONAL PRACTICE 


Research that depicts accounting as a social and institutional practice typically 
seeks to explore accounting from a broad perspective, probing the applications of 
accounting practices in the social and organizational contexts in which they occur. 
Such studies show accounting is more readily understood as a dynamic, socially 
constructed practice, even to the point where researchers have argued that there 
is no.‘natural’ or ‘fixed’ domain to which accounting practices are, or should be, 
applied, nor is there assumed to exist a static array of practices that typically fall 
within the accounting domain (see, e.g., Miller, 1991, 1998; Miller and Napier, 1993; 
Power, 1994b, 1997a). They typically attribute the application of accounting prac- 
tices within particular organizational contexts, with implications for the behaviour of 
individuals and the functioning of organizations and societies (Burchell et al., 1980; 
Miller and O’Leary, 1987, 1994; Hines, 1988, 1991a; Hopwood, 1992; Miller, 1994). 

Many adopt the social and institutional paradigm seeking to explore accounting 
as a device for intervening in the functioning of organizations and societies. This 
perspective reinforces the notion that it is no longer appropriate to think of 
accounting merely as a technical practice that is applied to reveal pre-existing aspects 
of reality or particular truths about an organization (Gowler and Legge, 1983; 
Hines, 1988; Miller, 1994; Hopwood, 2000; McSweeney, 2000). Rather, according 
to Miller (1994, p. 1), accounting can be implicated in shaping: 


the type of world we live in, the type of social reality we inhabit, the way in which we 
understand the choices open to business undertakings and individuals, the way in which 
we manage and organize activities and processes of diverse types, and the way in which 
we administer the lives of others and ourselves. 


Underpinning this perspective of accounting is a focus on the interplay between 
ways of measuring activities and processes, in financial terms, and ways of manag- 
ing organizations and societies. The application of accounting practices enables the 
adoption of a particular ‘financial’ lens for ‘seeing’ or ‘understanding’ an individual’s 
activities and organizational outcomes. Such practices can, in turn, offer a basis 
for governing people, processes, organizations and societies. As a consequence of 
its ability to create possibilities for action in organizations and societies, account- 
ing has become an influential mode of management of organizational and social 
arrangements in a diverse range of settings (Burchell et al., 1980; Hopwood, 1990a; 
Parker and Guthrie, 1993; McSweeney, 1994; Miller, 1994), 

According to Miller (1994), there are at least three distinctive aspects of this 
view of accounting as a social and institutional practice: accounting as a technique; 
the rationales of accounting; and the domain of accounting. These distinct aspects 
are examined in the remainder of this section and used to classify a range of studies 
conducted in the past two decades that depict accounting this way. 


Accounting as a Technique l 
According to Miller (1994, p. 2), adopting this perspective creates an emphasis 
on accounting as a technique or technology, as ‘a way of intervening, a device for 
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acting upon activities, individuals and objects in such a way that the world may be 
transformed'. With such a focus, researchers have begun to explore accounting as 
a device for quantifying activities, processes and events in financial terms that, in 
turn, creates ways in which the actions of people may be transformed. Within this 
capacity to transform, the application of accounting practices offers a way of mak- 
ing things ‘real’, constructing seemingly objective and neutral records for abstract 
and complex phenomena such as assets, liabilities, revenues, expenses, financial 
performance and financial position that do not exist independently of accounting 
representations of them and that would otherwise never be seen (Gowler and 
Legge, 1983; Hopwood, 1987b, 1988; Hines, 1988, 1989a, 1989b, 1991b; Miller and 
O’Leary, 1990; Parker and Guthrie, 1990, 1993; Miller, 1992, 1998; Miller and Napier, 
1993; McSweeney, 1997).? Equally, things not quantified in financial terms by 
accounting procedures and practices remain invisible and domains of privacy 
are created that may not be easily penetrated (Hopwood, 1987a, 1987b, 1990a; 
Hines, 1988; Power, 1991, 1997b; Porter, 1992, 1995; McSweeney, 1997). 

By representing activities, processes and events in financial terms, accounting 
creates ways in which those individuals and organizations may be thought about 
and acted upon (see also Miller and O’Leary, 1987, 1990; Miller and Rose, 1990; 
Porter, 1992; Bougen, 1994; Callon, 1998; Young, 1995b; Walker, 2004). The 
application of accounting practices can be a way to standardize and make compa- 
rable seemingly disparate phenomena that would otherwise bear no resemblance 
whatsoever (Rose, 1988, 1991; Callon, 1998). The resulting accounting calculations 
can then be used to ‘compare individuals, departments, or divisions. And they can 
also be used by individuals themselves to compare where they are with where 
they should be, what they have achieved with what they should have achieved’ 
(Miller, 1994, p. 3). 

By enabling the portrayal of diverse phenomena in financial terms, accounting 
creates a particular type of intelligibility, meaning and understanding for organi- 
zational and social affairs. Accounting can influence perceptions, change language 
and infuse dialogue and thereby permeate the ways in which organizational and 
social priorities, concerns and dilemmas, and new possibilities for action are 
expressed and prioritized (Hopwood, 1983, 1990a). Viewing accounting in this 
way offers opportunity for researchers to interrogate the role of accounting in 
specific instances of organizational and social change. Hopwood (1990a, p. 9) 
outlines some of these opportunities: 


It is possible to probe into what a particular organization seeks to make visible by 
its accounting ... Moreover, by making some things visible and other things not, an 
organization can strive to exclude particular visibilities from the official organizational 
agenda. What, we can ask, is treated in this way, and why? And which groups have the 
power to influence the patterns of visibility prevailing in the organizations? What bodies 
of knowledge and sets of organizational practices are involved in making some things 


2 According to Hines (1991a), social reality is reflectively constituted by accounts of reality, and 
when decisions and actions of social agents are based on these accounts the result is to construct, 
maintain, reproduce, and thus validate, that reality (see also Hines, 1988, 1989a, 1989b). 
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visible and other things not? How contested are dominant. patterns of visibility? And 
from where have new visibilities emerged? 


Portraying accounting as a technique, provides means by which researchers 
can explore the intended and unintended consequences of applying particular 
accounting practices for the functioning of specific organizations as well as for 
societies as a whole. The nature and extent of these impacts and how they arise in 
specific instances are yet to be fully understood, let alone evaluated. 


The Rationales of Accounting 

According to Miller (1994, p. 3), viewing accounting as a social and institutional 
practice invites a focus on the complex language and set of meanings that are 
intrinsic to accounting. This language and these meanings are referred to by 
Miller (1994, p. 3) as rationales. Within this perspective, accounting is associated 
with a specialized vocabulary or terminology that, in turn, makes possible a par- 
ticular set of discursive representations about the organizational activity under 
account. According to Miller, these representations and vocabularies: 


are assembled at various collective levels, articulated in diverse locales, and in relation 
to disparate concerns. It is these rationales, often borrowed from other bodies of 
expertise, that mobilize the calculative technologies of accounting. It is through such 
meanings, that accounting practices are endowed with a significance that extends beyond 
the task to which they are applied, yet without determining the consequences of their 
deployment in any particular setting. 


Such rationales, for example, become evident when the preparation of financial 
statements that incorporate revenues, expenses and profits or losses, are inextricably 
linked with notions of ‘accountability’, ‘responsibility’, ‘transparency’ and ‘efficiency’ 
(Potter, 1999). According to Miller (1994, p. 3), these rationales enable financial 
statements to be portrayed as the vehicle for applying notions of accountability and 
performance in a variety of specific organizational and social settings (Hopwood, 
1990b; Miller, 1991; Power, 1997b; Young, 2003). Viewing accounting as a social 
and institutional practice suggests a need to understand such rationales since ‘it is 
these rationales, rather than ones specific to the activities and processes in question, 
that come to articulate ways of knowing and managing organizations’ (Miller, 
1994, p. 3). An appreciation of how these rationales are developed and the conse- 
quences of their application in specific settings can assist in enhancing an under- 
standing of how accounting practices can become embedded, and almost 
unchallengeable, in many modern forms of organizations and governments (Miller 
and Rose, 1990; Miller, 1991; Rose and Miller, 1992; Miller and O’Leary, 1994). 
Such studies are not only within the purview of accounting researchers, but are 
also of interest to scholars of business management, as well as those in other fields. 

An awareness of the rationales of accounting has given rise to research which 
may be classified under two key themes: accounting as a legitimating device, and 
accounting as a linguistic device. 


Accounting as a Legitimating Device Many theorists have concerned themselves 
with the legitimating capabilities of accounting. These authors typically depict the 
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accounting craft as influential in the development of rationalized societies, identi- 
fying accounting as an important means by which organizations respond to envi- 
ronmental pressures to enhance their legitimacy. Researchers in this area argue 
that organizational management is driven to incorporate practices and procedures 
defined by prevailing concepts of what is ‘rational’ without demonstrating the 
efficacy of the new practices. Within this context, it is argued that much account- 
ing innovation, particularly at the organizational level, can be understood (Meyer 
and Rowan, 1977; Boland and Pondy, 1983; Hines, 1989a; Thompson, 1994; 
Carruthers, 1995; Carpenter and Feroz, 2001). Accounting, and its associated dis- 
cursive representations, can be seen as a means by which organizations incorporate, 
or are seen to incorporate, rational ways of organizing and monitoring their activ- 
ities (Power, 1994a). To the extent that organizations incorporate such practices 
and procedures, they are perceived to increase their legitimacy and enhance their 
prospects for survival (Montagna, 1990; DiMaggio and Powell, 1991; Takatera 
and Sawabe, 2000). In many respects, these works suggest that how the accounting 
is done is less important than that it is done (Power, 1994a, 1995, 1997b; 
McSweeney, 1997)? 

In such instances, specific accounting practices become institutionalized in 
particular organizational settings (Hopwood, 1983, p. 291; Covaleski and Dirsmith, 
1988a, 1988b; Power, 1994a). As a consequence of unquestioningly accepting and 
applying accounting as a legitimating device, opportunities to evaluate the applica- 
tion of accounting practices in specific instances may be lost. Further, the possibil- 
ity that such practices may also have adverse or unforeseen consequences for the 
organizations involved, or for society as a whole, may not be considered. Accord- 
ingly, a further challenge remains for researchers to explore the process through 
which new accounting practices become entrenched in particular settings as 
well as to consider the implications that may exist for organizational and social 
functioning. 


Accounting as a Linguistic Device Accounting theorists have also concerned them- 
selves with accounting as a linguistic device, exploring how this language has 
developed and is applied in specific instances. Researchers in this area have con- 
sidered accounting for its rhetorical dimensions, identifying a number of rhetorical 
images that appear to underpin accounting regulation and practice (see, e.g., 
Boland, 1989; Boland and Greenberg, 1992; Davis et al., 1982; Morgan, 1983, 1986, 
1988; Meyer, 1984; Tinker, 1985; Heath, 1987; Thornton, 1988; Walters- York, 1996; 
Potter, 1999; Young, 2003). One such image that has been identified by researchers 
depicts accounting reports and practices as the means of measuring pre-existing 
‘economic reality’. Such an image, frequently inherent in accounting standards 
and theoretical guidance statements, portrays accounting practices as objective, 
faithful and unbiased reflections of organizational reality (see, e.g., Solomons, 


3 Power (1994a) discusses this point further in the context of financial statement audit. According to 
Power (p. 304), such a conclusion is warranted since ‘considerable symbolic and financial capital is 
invested in the activity of audit without a corresponding publicity of process and results’ (see also 
McSweeney, 1997). 
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1978, 1991; Tinker, 1985; Lavoie, 1987; Morgan, 1988; Sterling, 1988; McSweeney, 
1997). Therein, only the phenomena that are represented in financial terms 
in such reports are perceived to be objective while the array of allocations, 
classifications and other human interpretations evident in many accounting prac- 
tices are either not fully understood, or are ignored (Chambers, 1966; Churchman, 
1971; Hines, 1991b, 1992; McSweeney, 1997). 

Portraying accounting as the objective, unbiased means of measuring pre- 
existing economic reality has enabled specific accounting practices to be advocated 
and introduced in particular settings by accounting regulators and by other advo- 
cates of reform (see, e.g., Nahapiet, 1988; Hopwood, 1990a; Hines, 1991a; Miller, 
1991; Young, 1996, 2003; Carnegie and West, 1997; McSweeney, 1997; Power, 1997a). 
At the same time, such images can tend to ‘rationalize’ or ‘over-intellectualize’ 
generally accepted accounting practices, making their application appear to be 
more effective and, therefore, more appropriate than otherwise may be the case. 
Such images can also restrict the scope of accounting standards that might be 
developed when specific accounting issues emerge (Hines, 1991a; Young, 1996; 
Potter, 2002). Specifically, detailed accounting pronouncements may be deve- 
loped which are more likely to emphasize existing and familiar accounting tasks, 
such as the disclosure and measurement of financial statement elements. Accord- 
ing to Young (1996), the resulting regulations are less likely to embrace the 
essence of the issue at hand and any opportunity to re-examine the appropriate- 
ness of applying accounting practices to the particular organizational or social 
setting may be lost (see also Hopwood, 1990b; Hines, 1991a; Bougen, 1994; 
Young, 1995b; Power, 1997a, 1997b; Potter, 2002). 

An examination of the rationales associated with accounting provides researchers 
with an opportunity to enhance an understanding of the discursive forces behind 
specific instances of accounting innovation (McSweeney, 1997). This greater 
understanding is particularly possible since a range of rationales can be associated 
with recent major accounting reforms such as the decision to adopt (in various 
forms) International Financial Reporting Standards (IFRS) in many locations 
including in Australia, Malta, New Zealand, South America and within the Euro- 
pean Union. Such studies can assist in developing a more comprehensive under- 
standing of the processes through which particular reforms to accounting can 
occur within specific settings, highlighting the discursive influences which shape 
the domain in which accounting practices and procedures are routinely applied. 


The Domain of Accounting 

Finally, viewing accounting as a social and institutional practice also creates the 
need to understand how the domain in which accounting practices are applied is 
constituted and reconstituted (Miller, 1994, p. 4). Works undertaken from within 
this perspective may also inform our understanding of professionalizing activities 
in the field. Typically, accounting transforms physical flows of organizations into 
financial flows. By doing so, ‘accounting creates a particular realm of economic 
calculation of which judgements can be made, actions taken or justified policies 
devised and disputes generated and adjudicated’ (Miller, 1994, p. 4). 
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Studying the constitution and reconstitution of the accounting domain 
embraces a consideration of the link between accounting and economic reason 
(Callon and Latour, 1981; Callon, 1986; Latour, 1986, 1987; Gorz, 1989; Hopwood, 
1992). An appreciation of the accounting domain has also given rise to research 
which may be classified into two categories, namely: studies which focus on the 
implications of changing the accounting domain, and those which examine the 
processes through which the domain may alter in particular settings. 


The Implications of Changing the Accounting Domain "The need to examine the 
implications of changing the accounting domain typically arises where accounting 
is viewed as a key mechanism for operationalizing certain models of economic cit- 
izenship. Within this perspective, the actions of free-thinking individuals are, via 
the application of certain accounting practices and procedures, brought into line 
with detailed and quantified objectives, enclosing them within a specific calcula- 
tive regime (Miller and Rose, 1990; Miller, 1992, 1994; Miller and O’Leary, 1994). 
In this way, accounting may be implicated in the creation of calculable selves and 
calculable spaces,* whereby the application of accounting practices introduces an 
apparent level of certainty into organizational and social life that might not have 
otherwise existed (Gowler and Legge, 1983; Loft, 1986; Miller and O’Leary, 1987; 
Rose, 1991; Porter, 1992; Callon, 1998). Hoskin and Macve (1994, p. 70) explain 
the common themes that appear to exist in much of the research conducted using 
this perspective: 


accounting has discovered a new power to be more than just a technology measuring and 
recording transactions and flows of goods and money——more indeed than just the double 
entry form of bookkeeping. It has become one particularly privileged way of measuring 
and restructuring man as the ‘calculable person’ (Miller and O’Leary, 1987; Miller, 1992); 
it has also come to play a strategic role in the development of a new, grammatocentric 
kind of ‘managing by numbers’, exemplified in the emergence of what Alfred Chandler 
(1977) has called ‘the modern business enterprise’. 


Given this perspective, the introduction of certain accounting practices within 
organizations and governments is associated with shifting the forms of discussion 
and debate that commonly accompany organizational and social action (Gowler 
and Legge, 1983; Hopwood, 1983, 1990a; Miller and Rose, 1990; McSweeney, 
1994; Miller and O’Leary, 1994).° Instead of continually discussing and debating 


4 The terms calculable selves and calculable spaces refer to the quantification of activities, processes 
and events and the associated implications for creating ways in which individuals and organizations 
may be transformed and managed. For further discussion of the nature and implications of calcu- 
lable selves and calculable spaces, refer to Miller (1992) and Miller and Rose (1990). 


5 The ways in which various forms of accounting can influence the actions of others has been consid- 
ered in relation to the notion of ‘action at a distance’, articulated in the writings of Callon and 
Latour (Callon and Latour, 1981; Callon, 1986; Latour, 1986, 1987) and recently applied by several 
others (see, e.g., Miller and Rose, 1990; Rose and Miller, 1992; Miller, 1994). According to these 
authors, ‘action at a distance’ becomes possible when people, processes and events are rendered 
visible and linked to ‘centres of calculation’ through a range of possible calculative technologies. 
With this particular type of information at hand, people, processes and events can be governed, 
even when located in far-off places. 
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difficult organizational and social Issues, we tend to look to those with accounting 
expertise for guidance in dealing with those issues (Power, 1991; Rose, 1991; Rose 
and Miller, 1992). Complex political and social problems are identified and 
resolved through the application of accounting techniques and approaches, which 
are valued largely for their apparent or asserted neutrality and objectivity. Any 
resulting decisions acquire an image of procedural fairness, objectivity and 
neutrality, and thus become seemingly difficult to critique (Rose, 1991; Porter, 
1992, 1995; Miller and O’Leary, 1994; Callon, 1998; Miller, 1998). According to 
Hines (1989a, p. 67), within such an environment: 


[cjounter-arguments to such decisions, perhaps based on ethics or social/environmental 
prudence, will often appear idealistic and impractical because they have not taken 
account of the economic aspects of the situation and because they rely on information 
which compared to accounting appears ‘soft’ or ‘subjective’ because it is not quantified. 


Despite the broader organizational and social consequences of applying or 
altering accounting practices, researchers in this area generally portray the 
accounting domain as constantly changing, suggesting that the boundaries within 
which accounting is applied are constantly being drawn and redrawn. Indeed, his- 
tory is rich with examples of accounting applications ‘failing’ in specific contexts, 
only to be repiaced by alternative accounting applications that construct different 
financial images of organizational and social affairs (Hopwood, 1983; Cooper and 
Kaplan, 1987; Cooper, 1988; Miller, 1992, 1994; McSweeney, 1994; Power, 1994a, 
1997b). According to Hoskin and Macve (1994, p. 92), in such instances, rather 
than abandon accounting practices altogether, ‘we find ourselves bound up in a 
continual process of trying to reduce their inadequacies and arbitrary effects, yet 
always, in so doing, extending their power and scope’. 

An appreciation of the pervasive and enabling characteristics of accounting and 
an understanding of the changing nature of the accounting domain appears to have 
also prompted a collection of studies that examine the processes through which 
the accounting domain is changed, or transformed in specific instances. This 
research has considered both the transformation of the accounting domain at 
the margins, whereby ‘new’ calculative practices are added to the repertoire of 
accounting (Miller, 1998), as well as the application of the existing body of account- 
ing practices to particular settings where they were previously absent (Young, 
1994). Aspects of this research are now discussed. 


The Processes of Changing the Accounting Domain Researchers exploring this 
subject are increasingly depicting the processes through which changes to the 
accounting domain normally occur as dynamic and ongoing and not the result of 
the actions of any single individual or group. Instead, the transformation of the 
accounting domain is argued to occur in a largely discursive fashion, within and 
through historically contingent circumstances and processes (Hopwood, 1983; 
Rose, 1991; Miller, 1998). Hence, researchers depict changes in the accounting 
domain to be a function of the manner in which particular accounting ‘problems’ 
are identified and defined. In many instances, the resolution of these problems 
through the application of existing accounting concepts and practices is made to 
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appear appropriate, if not self-evident (Miller, 1991; Power, 1991, 1996, 1997a; 
Young, 1996; Potter, 1999; Kent, 2000; Roberts et al., 2003). In such instances, the 
domain of accounting may expand to new organizational and social settings, with- 
out any demonstration of the technical efficacy of the new practices (DiMaggio 
and Powell, 1991). 

Several prior studies have documented significant transformations of the 
accounting domain whereby new calculative practices are added to accounting. 
For example, Miller (1991) examined the development of discounted cash flow 
analysis, Burchell et al. (1985) explored the rise and decline of valued-added 
accounting, while Hopwood (1987a) and Miller and O’Leary (1987) have respec- 
tively examined the production of product costs and standard costing and budget- 
ing. According to Miller (1998, p. 605), in such studies, a key focus of researchers 
is to ‘attend to the ways in which these calculative practices and their related 
rationales have, in certain countries, initially permeated accounting at its boundaries, 
and gradually come to occupy a dominant position’. 

However, according to Young (1994), most changes to the accounting domain 
occur incrementally, whereby accounting practices are applied to new areas, 
where they were previously absent. Young maintains that most recent instances of 
accounting innovation have involved the re-configuration and re-application of 
existing definitions of financial statement elements to capture organizations, activ- 
ities and processes that were hitherto excluded from the accounting domain. The 
result is the recognition, within general purpose financial reports, of many items 
as assets, liabilities, revenues and expenses for the first time. Such changes to 
the accounting domain have occurred, for example, where existing commercial 
accounting practices have been introduced for virtually unmodified application 
to a diverse range of public sector organizations in many countries, including 
Australia and New Zealand from the mid-1980s. 

Examining the incremental manner in which the accounting domain changes 
can occur in specific instances, Young (1994) used the theoretical perspective 
of regulatory space to examine how and why changes to financial accounting 
regulation and practice occur or fail to occur.® According to Young (1994, 1995b), 
accounting standards are produced within regulatory space, a highly abstract and 
contested conceptual area within which various participants, including accounting 
regulators and central rule-making agencies, both operate and interact. It is within 
this space that changes in the regulations relating to the recognition and measurement 
practices of financial accounting are generally discussed, analysed and developed 
(see also Latour, 1987; Young, 1994; MacDonald and Richardson, 2004). Young 
(1994) argued that such changes to accounting regulations are made possible once 
particular ‘issues’ are constructed as accounting ‘problems’. According to Young 
(1994), such ‘problems’ can then become part of the regulatory agenda and 


é For a detailed explication of regulatory space in the context of economic regulation in capitalist 
societies, refer Hancher and Moran (1989). For further applications of this construct in specific 
instances of accounting change, refer Kent (2000) and MacDonald and Richardson (2004). 
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remain so, while other competing “issues' may not become constructed as 
accounting problems and thus may never warrant regulatory attention. 

The actions of participants within regulatory space may be shaped by an array of 
influencing factors (Young, 1994). For example, such actions may be understood, 
at least in part, by reference to the theoretical perspective of institutional thinking 
developed by Mary Douglas (1986). Young (1996) applied this construct in 
studying specific accounting reforms relating to financial instruments in the 
U.S.A. Young’s study is the first known published attempt at applving institutional 
thinking in investigating the development of recent accounting standards, while 
this perspective has since also been applied by Potter (2002) in examining public 
sector accounting reform in Australia. 

According to Young (1996), in identifying and defining the accounting ‘problem’ 
relating to financial instruments, only certain types of questions were asked 
and certain types of issues considered, while many important issues were not 
addressed at all. As a consequence, rather than developing detailed accounting 
regulations that enabled accounting reports to capture the essence of these ‘new’ 
financial instruments, the FASB developed an accounting standard that empha- 
sized existing and, therefore, familiar accounting tasks of disclosure, recognition 
and measurement. Young consequently concluded that institutional thinking could 
assist our understanding of how these events unfolded by enabling an explanation 
of how certain accounting ‘problems’ may be resolved in a programmed and lim- 
ited manner. In doing so, Young maintained that institutional thinking, as a key 
driver of regulatory outcomes, can assist an enhanced understanding of the nature 
and limits of accounting innovation in particular settings. 

The studies by Young (1994, 1996) and Potter (2002) provide insights into how 
accounting ‘issues’ may become defined as accounting ‘problems’ that can be 
addressed by regulators through the application of existing and familiar account- 
ing definitions and concepts. What is less clear from this work is how such 
accounting issues can initially arise in specific instances, although some prelimi- 
nary insights in this respect are available from the existing literature on problem- 
atization and epistemic communities. In the next section, research applying those 
perspectives is examined. They are then utilized to develop a broad, thematic 
framework which may be applied in future studies which seek to explore the 
processes through which accounting change may occur in particular settings. 


PROPOSING A FRAMEWORK FOR FUTURE STUDIES ON EXPLORING 
ACCOUNTING CHANGE 


A small number of contributions exist which have explored problematization 
in the context of accounting, while accounting researchers have generally not 
applied the notion of epistemic communities. Accordingly, this section explains 
these constructs more fully and demonstrates how they may be applied, along 
with the perspective of institutional thinking, to develop a broad theoretical 
framework which may be used in the future by researchers for examining 
accounting change. 
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Problematization ' 
According to Rose and Miller (1992), problems involving public policy choice can 
first arise through a process of problematization which can begin when existing 
practices are criticized as not ‘ideal’. These practices may, as a result, be seen to 
be deficient in some way or ways, leading to the identification of a ‘problem’ for 
which an appropriate solution is required. In such instances, practices are put 
forward that are claimed to not only address the perceived defects, but extend 
substantially beyond them, offering something new and better than hitherto pos- 
sible (Miller, 1991, 1998). Not all such instances result in policy change occurring. 
Likewise, the problematization process may be shaped by a multitude of factors 
in specific settings and should not be viewed in isolation from the political, profes- 
sional and social agendas of the actors involved. This is particularly the case 
where those concerned may stand to gain in some way from the problematization 
of existing practices and the implementation of ‘new’ and ‘better’ alternatives. 
Notwithstanding, when the problem is made visible, the perception is created that 
something needs to be done and where the suggested solution is seen to be the 
means of achieving the desired end, specific accounting change is made likely and 
possible (Miller, 1998). 

Occasionally, the notion of problematization has been applied in examining 
specific instances of accounting change. Power (1997a), for example, explored the 
problematization of existing practices in the case of environmental audit in the 
U.S.A., while Miller (1991) offered an example in the case of discounted cash flow 
analysis in the U.K. According to Power (1997a), professional accountants have 
recently begun to compete for the opportunity to conduct environmental audits, 
primarily by representing themselves as experts in this field, even though no 
specific, purpose-driven auditing or accounting techniques had been developed. 
Power (1997a) maintained that in areas such as environmental audit no ‘natural’ 
case can be made for or against the role of accountants and that claims to exper- 
tise in measuring environmental accountability and performance do not simply 
reside in the knowledge of accounting practices. Instead, according to Power (1997a), 
the success of the organized accounting profession in embracing new tasks, such 
as environmental audit, depends on its ability to implement successfully a range of 
discursive strategies based primarily on integrity and independence, re-defining 
both itself and the task at hand in particular ways. As a consequence of such strat- 
egies, existing accounting definitions and techniques are made to appear appropri- 
ate and relevant for presenting and assessing environmental accountability and 
performance (Power, 1997a). Existing definitions and approaches are promoted as 
superior to others that are based on non-financial quantitative techniques or qual- 
itative approaches. This, in turn, places accountants in a position of superiority 
in the modern calculative era compared to experts in other fields (Power, 1996, 
1997a). The result is the narrow financial conceptualization of complex and 
abstract terms such as environmental accountability, even though the appropri- 
ateness of applying traditional audit practices in this area is not fully understood 
or accepted (Power, 1991, 1997b; Pentland, 2000; Gray and Collison, 2002; 
Everett, 2003). 
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Exploring broadly similar issues, Miller’s (1991) study, set in the U.K., exam- 
ined the process of problematization in the case of discounted cash flow analysis. 
According to Miller (1991, pp. 737-8), problematization of investment decisions 
occurred in the U.K. during the 1950s and 1960s in such a way that made such 
decisions appear to be intrinsic to the application of discounted cash flow tech- 
niques. Miller found that it was not simply that such techniques enabled a demon- 
strably better way of making and appraising investment decisions. According 
to Miller, what was decisive for the widespread adoption of discounted cash 
flow techniques was the manner in which the pre-existing investment appraisal 
approaches were criticized. Discounted cash flow techniques were, consequently, 
promoted as a solution in line with broader, widely desirable economic goals and 
objectives for the relevant organizations and for the economy as a whole. 

The problematization of emerging practices can also occur to stop or impede 
changes to the existing accounting domain. Young’s (1995a) study embraced this 
perspective, in focusing on cash flow accounting approaches developed in the U.S. 
According to Young, the U.S. accounting profession set out to discredit emerging 
cash-based approaches to the measurement of income as a means of defending 
existing accrual-based measures. Cash-based measures of income were depicted 
by the accounting profession as ‘dangerous’ and ‘misleading’ and also as a poor 
substitute for existing accrual-based measures. A key finding of Young’s case study 
was that ‘success’ in the regulation of accounting was less dependant on develop- 
ing technically ‘correct’ rules and more reliant on establishing the efficacy of 
particular techniques and approaches and encouraging others to build on them. 

Works such as those by Young (1994, 1995a, 1996), Miller (1991) and Power 
(1991, 1997a, 1997b) illustrate the discursive nature of the domain of accounting 
and how that domain can be shaped through the process of problematization. Yet 
how, and by whom, this problematization occurs in specific instances is complex 
and represents an aspect of accounting innovation about which researchers know 
relatively little. Research which applies the notion of problematization typically 
alludes to small groups of technical accounting experts with shared normative and 
principled beliefs as being particularly influential in identifying and defining 
accounting problems and solutions in certain, almost rehearsed, ways. However, 
these studies are less clear in explaining two aspects of the problematization process. 
First, little is generally known about who these technical experts are, how these 
small groups typically function in specific settings or what binds their members 
together to produce a common commitment to the nature and direction of a par- 
ticular accounting reform (West, 2003).’ Second, how these accounting ‘problems’ 
and the associated accounting solutions are diffused across time and space is not 
clear. It is maintained that the notion of epistemic communities can be used to 


West (2003) considers important questions of this nature as they apply to the accounting profes- 
sion as a whole. According to West (p. 60), attempts to justify the professional status of accounting 
based on the existence of a coherent and unique body of accounting knowledge are ‘lame’, He 
argues that, notwithstanding, accountants have become unduly focused on the development of 
detailed accounting rules and that this has undermined the authority and independence of account- 
ants and the value of their services. 
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gain further insight into the problematization process. Research which examines 
epistemic communities is discussed next. 


Epistemic Communities 

According to researchers in this area, where certain individuals are given power 
to administer, regulate or govern in certain areas of the community, what they think, 
the perceptions and beliefs they form, and also the way in which they embrace 
new ideas are of central importance for understanding the policy decisions they 
make (Adler and Haas, 1992; Haas, 1992). In most instances, it is inevitable that 
individuals occupying such positions seek advice from certain technical experts, 
referred to as epistemic communities (Haas, 1992). Consistent with the notion of 
policy entrepreneurs used by Ryan (1995, 1998), epistemic communities can be 
influential in translating® the ideas, perceptions and beliefs of those with legisla- 
tive or non-legislative regulatory power to operationalize accounting change. 
Such communities can also exert significant influence on both the development 
and diffusion of specific accounting policies (Ryan, 1998; Young, 1995a). Epis- 
temic communities have a number of characteristics which can be described in the 
following way: 


An epistemic community is a network of professionals with recognized expertise and 
competence in a particular domain and an authoritative claim to policy-relevant 
knowledge within that domain or issue area. Although an epistemic community may 
consist of professionals from a variety of disciplines and backgrounds, they have (1) a 
shared set of normative and principled beliefs which provide a value-based rationale for 
the social action of community members; (2) shared causal beliefs which are derived from 
their analysis of practices leading or contributing to a central set of problems in their 
domain and which then serve as the basis for elucidating the multiple linkages between 
possible policy actions and desired outcomes; (3) shared notions of validity—that is, 
intersubjective, internally defined criteria for weighing and validating knowledge in the 
domain of their expertise, and (4) a common policy enterprise—that is, a set of common 
practices associated with a set of problems to which their professional competence is 
directed, presumably out of the conviction that human welfare will be enhanced as a 
consequence. (Haas, 1992, p. 4) 


The roles that can be attributed to epistemic communities in the identification 
and resolution of accounting problems can vary according to the dynamics of the 
situation. Such communities can occupy a unique and influential position due to 
their ability to convince policymakers that a ‘problem’ exists and their ability to 
put forward a seemingly appropriate solution (Adler and Haas, 1992; Laughlin 
and Pallot, 1998). Epistemic communities may be small in size but due to the stra- 
tegic location of their members, in both national and international organizations, 


$ According to Miller (1991, p. 738), for problematization to occur, translation is needed whereby 
particular accounting problems and practices are re-stated or reinterpreted in specific ways to 
engender support for the notion that the asserted problem exists and can be rectified by the 
accounting solution advanced. According to Miller, translation can occur when particular account- 
ing practices become tied to broader, widely desirable goals such as enhanced accountability and a 
more efficient resource allocation. Where this occurs, particularly across an array of diverse 
forums, the proposed innovation becomes more difficult to argue against. 
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and their sharing of common values and beliefs, the influence of such communities 
can be disproportionate to their size (Adler and Haas, 1992; Carnegie and Napier, 
2002, p. 694). Such communities can also influence the diffusion of policies devel- 
oped by means of diverse forums, including communication with colleagues at 
national and international bodies during conferences, via publications in academic 
texts and journals as well as various other methods of exchanging lessons and 
information (Adler and Haas, 1992, p. 378; Miller, 1991, p. 738). The result is the 
diffusion of particular accounting solutions across jurisdictional boundaries on 
a national, and even international, level (Kingdon, 1984, p. 147; Ryan, 1998, p. 526). 

The perspective of epistemic communities may be applied to further elucidate 
the problematization process and to augment an understanding of the processes 
through which the accounting domain may be constituted and reconstituted. The 
resulting explanations, written from within the institutional paradigm, can provide 
insight into how specific institutions in accounting are initially constituted, how 
they gain support and continue to exert their influence on individual thought, or how 
they operate to reform accounting practices in specific settings. Notwithstanding 
the explanatory potential of such approaches, detailed studies encompassing these 
perspectives that explore particular instances of accounting innovation are indeed 
sparse, thus offering scholars a range of ‘fascinating issues for research’ (Laughlin 
and Pallot, 1998, p. 396). Some opportunities for applying these perspectives in 
future studies which focus on the processes of accounting change are discussed in 
the next section. 


EXAMINING THE PROCESSES OF ACCOUNTING CHANGE 


The thematic framework outlined in the previous section is most appropriately 
applied in interpretive and critical case-based research. Case-based research 
offers a high degree of relevance for presenting, explaining and understanding 
complex historical situations as they actually occurred (Previts et al., 1990, p. 149). 
Such an approach can facilitate a qualitative, holistic analysis by allowing the 
researcher to look at problems in their entirety, taking into account a multiplicity 
of variables from which the significance of specific factors, events or processes 
only become apparent in light of the wider situation (Previts et al., 1990, p. 149). 
More specifically, the approach enables researchers to proceed in a manner 
unconstrained by conventional assumptions which typically envelop accounting 
changes within broader explanations of progress from the ‘primitive’ past to the 
‘more sophisticated’ present (Carnegie and Napier, 1996; Bedian, 1998; Carson 
and Carson, 1998; Parker, 1999). 

It is maintained here that the framework developed in the previous section can 
encourage future research into the processes through which accounting changes 


° Such arguments, most often advanced by members of the organized accounting profession and 


central rule-making agencies, justify specific accounting reforms based on assertions about 
enhancements to be derived in the accountability and performance of the organizations involved. 
In such instances, the actual application and consequences of the reforms may not be considered, 
let alone evaluated. 
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can occur in at least three main ways. First, the framework can be used to inter- 
rogate the roles of key institutions of accounting such as conceptual frameworks 
or the accounting profession as a whole in shaping the process by which account- 
ing regulatory changes can occur within specific settings. Adopting this approach 
can enhance our understanding of how and why the accounting domain may be 
expanded in some instances to include transactions and events that were hitherto 
excluded from that domain. Second, it can enable a greater appreciation of the 
roles played by small groups of technical experts located in influential positions in 
the accounting profession and in key regulatory agencies in creating the condi- 
tions conducive to accounting changes to occur. Such insights will be fruitful, for 
example, where regulatory changes occur, the utility of which is represented as 
being innate, while little consideration is given to the quality of the rules developed 
or the organizational and social consequences of their application within specific 
settings (West, 2003). Finally, these perspectives can be applied to gain an 
enhanced understanding of several broader accounting reforms occurring in many 
countries in areas including IFRS, environmental accounting and accounting for 
public sector entities. These opportunities are discussed further in the remainder 
of this section. 


Interrogating Key Institutions of Accounting 

An important characteristic of institutions, as articulated by Douglas (1986, 
pp. 46, 53), is their inherent capacity to shape the cognitive processes of individu- 
als associated with them. In this sense there are several aspects of accounting that 
satisfy the institution definition developed by Douglas and which, therefore, may 
be implicated in shaping accounting reforms developed in specific settings. One 
such example is the conceptual framework (CF) documents, which form part of 
the accounting regulatory landscape in countries such as Australia, Canada, New 
Zealand, the U.K. and the U.S.” 

Upon their initial development and release, CFs have typically been depicted 
by accounting regulators and central rule-making agencies as important technical 
tools which can be applied to improve the quality of accounting standards and 
resulting financial reports (see, e.g., Pallot, 1997; McGregor, 1999; Newberry, 2003). 
However, for much of the past three decades, this alleged technical or functional 
role has been widely criticized, and CFs have come to be understood, instead, as 
‘functional failures’ (Hines, 1989b; Power 1994b; Dean and Clarke, 2003; Loftus, 
2003; Walker, 2003; Walker and Jones, 2003). A number of specific criticisms have 
been levelled at the frameworks, including suggestions of ‘incompleteness’, ‘internal 
inconsistency’, ‘ambiguity’, ‘circular reasoning’ and ‘unsubstantiated assertions’ 
(see, e.g., Dopuch and Sunder, 1980; Peasnell, 1982; Pacter, 1983; Solomons, 1986; 
Agrawal, 1987; Gerboth, 1987; Hines, 1989a, 1991a; Schuetze, 1993, 2001; Chambers, 


10 Applying the work of Douglas, the organized accounting profession could also be depicted as an 
institution within specific settings. Accordingly, future studies adopting this perspective could uti- 
lize the framework presented to explore the role of the organized profession in specific episodes of 
accounting change. 
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1995; Samuelson, 1996).!! These authors offer a range of theoretical arguments to 
demonstrate the inability of CFs to provide clear guidance on the choice between 
alternative accounting policies or the resolution of accounting controversies. 

Despite being widely regarded as functional failures, CFs continue to be pur- 
sued and used as primary justification for a range of detailed accounting standards 
developed in recent years, particularly in countries such as Australia, New Zealand 
and the U.S.A. (see, e.g., Hines, 1989b; Young, 1996; Micallef and Peirson, 1997; 
Newberry, 2003). This seemingly extensive influence of CFs, particularly in light 
of their problematic technical capabilities, has prompted researchers to contemplate 
the broader non-technical roles that CFs can play in certain settings. According to 
Hines (1989b, 1991a), for example, the U.S.-based CF formed an important part of 
a considered response by the organized accounting profession that was faced with _ 
threats to its legitimacy when the knowledge base underpinning accounting 
rule-making processes and accounting practices was called into question. In such 
instances, Hines maintained that CFs assist in creating the appearance that 
accounting practices and standards are developed from a coherent body of knowl- 
edge (see also Dopuch and Sunder, 1980, p. 19; Hopwood, 1990b, p. 83). However, 
in doing so, most CFs are also constrained ‘by the need to appear rational while 
retaining the bulk of existing practice as it is’ (Power, 1994b, p. 6). Accordingly, CFs 
have been criticized for leaving many substantive accounting issues untouched 
(Dopuch and Sunder, 1980; Peasnell, 1982; Power, 1994b). Hopwood (1988, p. 16), 
also writing about the U.S-based framework, articulated the strategic roles which 
CFs can serve: 


The Conceptual Framework studies of the FASB have many of the characteristics of... 
strategically oriented research. They are cast in general, even ambiguous, terms. The 
aspirations of the project are as yet more important than its specific technical enabling 
properties. Emphasis has been placed on scholarly respectability and the studies have 
been put into the public domain at an unusually early stage of their development. 


Utilizing the theoretical perspectives identified in the previous section can elu- 
cidate how the influence of the CF, as an institution,” typically extends far beyond 
the limits of its formal structure or authority, with associated implications within 
and beyond accounting, and also for society in general. Potter (2002) demon- 
strates this in a study examining the role of the Australian CF in the adoption of 
accrual systems of accounting within the public sector in that country. According 


"Au illustration of the primacy of this issue is the recent forum on the Accounting Conceptual 


Framework held at the University of Sydney (December 2002) and the special issue of Abacus on 
this topic (Vol. 39, No. 3, 2003). For further discussion of many criticisms levelled at conceptual 
framework documents, readers are encouraged to refer to papers contained therein. 


Ë According to Newberry (2003, p. 329), the political nature of standard setting is such that even 
though some standards may not actually be consistent with the CF, standard setters will generally 
be reluctant to admit to any inconsistency. 


Those who portray the organized accounting profession as an institution may well represent CFs 
as products of that institution. 
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to Potter, the conceptual framework is best understood as a political tool, which 
served a crucial role in enabling accrual accounting reforms to be developed, 
promoted and defended within the Australian public sector. This occurred, even 
though several problems associated with the reforms remained unresolved, and 
even the reforms themselves were devoid of strong support based on available 
research evidence (Walker et al., 2000a, 2000b). Such insights assist a greater 
understanding of the role of CFs as institutions which shape the process of 
accounting change within particular settings. 


Identifying the Role of Influential Groups of Technical Experts 

The thematic framework outlined also provides researchers with an opportunity 
to interrogate the role of small groups of technical experts in shaping the account- 
ing change process. Merely identifying influential individuals and groups as key 
agents of change or even ‘pioneers’ in specific settings remains an interesting and 
worthwhile endeavour. However, combining the three perspectives outlined 
can facilitate an enhanced understanding of the role of such groups in specific 
instances. Such perspectives enable, for example, insight into how commercial 
accounting techniques become embedded in particular organizational settings 
such as government and social enterprise. Embracing such themes, Carpenter and 
Feroz (2001) apply institutional theory to explore the accounting rule choice in 
four U.S. state governments. These authors identify key technical experts and 
their attitudes as important for explaining the differential adoption of GAAP. 
Potter (2003) also applied these perspectives in exploring the implementation of 
accrual accounting practices within public sector organizations throughout Aus- 
tralia. Consistent with Carpenter and Feroz (2001), Potter identified a small group 
of technical experts located in influential positions in accounting and related fields 
as important for creating a climate conducive to public sector accounting reforms 
to occur. According to Potter, the concepts of financial reporting outlined in the 
CF provided an important basis for defining and upholding the beliefs and princi- 
ples which bound these experts together. Applying such perspectives in future 
research studies can also assist an understanding of the cohesion and influence of 
such groups over time generally, as well as providing an appreciation of how such 
groups can impact upon the process of accounting change in specific organizational 
and social settings. 


Exploring Specific Episodes of Global Accounting Change 

There also exists an opportunity to apply the three theoretical perspectives to gain 
a preater holistic understanding of broader episodes of accounting change. One 
obvious opportunity for studies of this genre is to build on research described 
above to examine the process by which accrual-based accounting and reporting 
practices have become ‘the norm’ in public sectors located in many countries. 


M For further reading of other instances where experts in influential positions are depicted as important 
in shaping accounting changes in European settings including Germany, Spain and Sweden and in 
the U.K., refer Luder and Jones (2004). 
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Such research could usefully address how the measurement of the performance 
and accountability of diverse public sector organizations has become a seemingly 
legitimate derivation of the ‘expert knowledge’ typically associated with account- 
ants. Future work which embraces such perspectives can also encompass the role 
played by small groups of technical experts in identifying the ‘problems’ to be 
addressed and in shaping the content of the reforms undertaken. 

A further instance of broader accounting reform that may be explored using 
the framework identified is the decision by countries such as Australia, New Zea- 
land and within the European Union to adopt IFRS. The requirement to adopt 
these standards has been largely driven by deductively derived rationales which 
associate such regulations with greater transparency and international compara- 
bility of published financial reports and the more efficient resource allocation in 
capital markets. These rationales have been continually, and essentially unques- 
tioningly, applied by accounting regulators and other advocates of the reforms in 
various ways, including official-type presentations, research papers published in 
quasi-academic as well as professional journals, and public lectures. During this 
time, the appropriateness of applying such regulations within particular domestic 
settings has largely remained beyond question, and the likely consequences of 
the reforms for the organizations affected, as well as for society as a whole, are 
yet to be fully understood or evaluated. Whether the asserted benefits that are 
widely claimed in respect of the adoption of IFRS are proven correct only time 
may tell. A greater understanding of how such powerful images are constructed 
and diffused can, in turn, shed light on how such changes appear to have occurred 
almost without challenge, and may be addressed within the framework proposed. 


CONCLUDING COMMENTS 


This review has identified and examined a body of literature which depicts 
accounting as a social and institutional practice. A selection of works within this 
genre was also classified, using Miller’s (1994) themes of accounting as a tech- 
nique, the rationales of accounting and the domain of accounting. It was shown 
that this facilitates understanding the processes through which accounting reform 
can occur in specific settings. Also shown is a general concern for debunking con- 
ventional or ‘official-type’ explanations of accounting changes which are tradition- 
ally based on notions of progress or improvement. Perspectives emanating from 
this literature were also applied in the development of a broad thematic frame- 
work to assist researchers in exploring instances of accounting change in the 
future. The penultimate section of the paper identified three key areas associated 
with the process of accounting change (institutions, experts and global episodes) 
in which this framework may be applied. 

While a number of interesting and worthwhile topics for future research have 
been identified, such pursuits are, like most research approaches, to be undertaken 
with due caution and three key points are worthy of mention. First, interpretive 
and critical case-study research which embraces the social and institutional 
paradigm is typically undertaken using a qualitative, holistic approach. In such 
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instances, the researcher must remain sufficiently alert to take into account 
numerous local, time-specific factors which affect the subject or episode under 
examination. These will seldom be readily discernible. Second, there will gener- 
ally not be a single or universal cause or explanation for the specific event or epi- 
sode under investigation, leading the researcher, instead, to seek an explanation 
based not only on possibility and probability, but also on adjudged plausibility. 
Thus, the possibility arises that research conducted on the same archival material 
may in fact yield alternative, perhaps even conflicting, narratives or interpreta- 
tions. Finally, as with almost all case-study research, the concern for generalizability 
of the results applies. 

This overview seeks to promote more studies that depict accounting as a social 
and institutional practice to enhance our understanding of the nature and deter- 
minants of the different dimensions of change in the context of this important 
calculative practice. 
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An Application of Data Envelopment 
Analysis to the Evaluation of Audit Risk: 
A Reinterpretation 


This paper, which reinterprets previous work by Bradbury and Rouse 
(2002), addresses the risk quantification issue at an intuitive level. The 
insights provided by such quantification are discussed. Risk factors are 
associated with the risk-return concept. This allows measuring whether 
risks taken on are appropriately rewarded. The paper gives a non-technical 
exposition of DEA and outlines possible applications to accounting and 
finance. Using data for a large multinational, it shows how DEA analysis 
can be combined with internal audit procedures. It explains how the 
results obtained can be used to improve risk management. 


Key words: Audit risk; Data envelopment analysis; Risk management. 


Data Envelopment Analysis (DEA) is a linear programming-based technique that 
derives a scalar measure of efficiency for broadly defined decision making units 
(DMUs) which use inputs to produce outputs. As part of its evaluation procedure 
DEA identifies a set of best practice DMUs which form a frontier. This frontier 
envelops the remaining inefficient units. The Euclidean distance between the 
frontier and an inefficient unit provides that DMU’s relative performance score. 
Charnes and Cooper (1980) pointed out the method provided an ideal vehicle to 
conduct ‘comprehensive audits’ in the general sense of determining efficiency and 
effectiveness. 

Within the accounting literature there have been numerous studies that use this 
technique. DEA has been described as an internal audit tool for ‘managerial’ or 
‘operational’ audits. Sherman (1984), Metzger (1994) and Worthington (2000) are 
noteworthy examples. As Bradbury and Rouse (2002) point out, although 
referred to as ‘audits’, the focus of these studies has been the measurement of the 
efficiency of operating performance. They do not use DEA in a financial audit i 
setting. Bradbury and Rouse provide the first example of measuring audit risk in ` 
its proper sense. This paper augments their effort. Its novelty consists in clarifying 
the treatment of high-risk versus low-risk scales. By so doing it highlights the 
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risk-return nexus, which is the financial equivalent to production theory’s input- 
output distinction. Further, it provides a non-technical explanation of the DEA 
model and suggests possible applications.’ 

From a purely practical standpoint, what is sought is to show that a technique 
designed to measure the efficiency of a production process converting inputs into 
outputs can be adapted to the financial sphere where risks are borne to obtain 
returns. This enables evaluation of the efficiency of a financial conversion. Hence 
it shows that a tool designed to measure productive efficiency can also be used to 
measure financial efficiency. We can thus use DEA for pricing risks. In a post- 
Enron world the importance of such an approach to accounting and governance 
problems should be obvious. De Zoort et al. (2002) contains an overview of the 
implications of the Sarbanes-Oxley Act for the work of audit committees. Shubik 
(2002) provides a comprehensive and masterly treatment of difficult conceptual 
issues dealt with by accountants. He also relates them to various strands in the 
social sciences. Finally, this paper facilitates efficiency-oriented discourse within 
large organizations. In view of the fact that DEA is widely used in many organi- 
zations, this last point can be quite important. Ray (2004) provides a thorough 
discussion of wide-ranging DEA applications, including merger and break-up of 
firms. 


DATA ENVELOPMENT ANALYSIS 


The DEA method is an optimization procedure that assigns non-negative weights 
to inputs actually used and outputs actually produced by the DMU under evalua- 
tion so as to maximize the ratio of output value (or revenue) to input value (or 
cost). The similarity between this revenue/cost ratio and the more familiar profit, 
namely, revenue minus cost, is not coincidental since division and subtraction are 
germane mathematical operations. Note that when cost is normalized to be one, a 
larger ratio implies a larger profit: More precisely if (Revenue/Cost = 1) for Firm 
X exceeds (Revenue/Cost = 1) for Firm Y, so does (Revenue — Cost = 1). 

The value of revenue/cost ratio is our efficiency or DEA score. The only pro- 
viso in the determination of the weights—in addition to their having to be zero or 
positive in the general case or strictly positive in our case—is the following: The 
weights or ‘ex post prices’ that are best from the standpoint of the DMU under 
evaluation namely DMU,, when applied to comparable DMUs, that is DMUj, j = 1 
to n, where n is the number of DMUs, should not lead to a score exceeding 
unity. This latter condition, which excludes the proverbial free lunch, can also be 
stated as follows: For each DMU, including the one under evaluation, ex post 
revenue cannot exceed ex post cost. It is worth pointing out that although the 
free lunch—in the unpaid-for or underpaid inputs sense—is excluded, waste is not. 


1 In this context Kantor and Maital (1999) deserve mention. They provide a novel approach in a 


completely different sense: Their paper links the DEA scores in the operational performance sense 
to activity-based accounting measures. 


2 These issues are further elaborated in Fare and Grosskopf (2003). 
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Namely, when that ratiə is less than one, ex post revenue falls short of ex post cost 
and therefore one has detected waste or loss. 
The above procedure can be written down as follows: 


Maximize: 


Sas N EDLO sum of ou. for DM O, 
Weighted sum of inputs 


Subject to: 


w sum of outruts 


<1 for j=1 to n (thus one such constraint for each DMU). 
Weighted sum of inputs | ( ) 


The above mathematical program, which is nonlinear due to the ratios,’ is equivalent 
to the following two linear programs; see Cooper et al. (2001): 


Model 1 (or Input Orientation) 
Max Score = Weighted sum of outputs for DMU, 
Subject to: (a) Weighted sum’ of inputs for DMU, = 1 


(b) {Weighted sum of outputs < Weighted sum of inputs},, 
for j = 1 to n (one such constraint for each DMU). 


Note that by (a) ex post cost is constrained to be one, and by (b) ex post revenue 
can fall short but cannot exceed unity. Hence any (negative) difference when it 
exists means ‘waste or loss’. This model is said to be input oriented, because cost 
or input value is normalized to be unity: 


Model 2 (or Output Orientation) 
Min Score = Weighted sum of inputs for DMU, 
Subject to: (a) Weighted sum of outputs for DMU, = 1 


(b) {Weighted sum of outputs < Weighted sum of inputs}, 
for j = 1 to n (one such constraint for each DMU). 


Again note that (a) sets ex post revenue to unity and (b) makes sure ex post cost 
cannot fall below, but can exceed one. Thus any (negative) difference between 
revenue and cost again points to waste or loss. The name output orientation 
points to the fact that output value or revenue is normalized. 

Model 1 chooses the output weights to maximize ex post revenue of DMUp, 
while input weights are chosen to set ex post cost to unity. Conversely, under 
Model 2 input weights are chosen to minimize ex post cost of DMU,, and output 
weights are chosen to set ex post revenue to unity. Thus both procedures will yield 


? The nonlinearity causes conceptual as well as computational problems. Thus conversion to linearity 
is advantageous. 
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identical efficiency scores;1 since both maximize the ratio of ex post revenue to ex 
post cost. Also, once the weighted sum of outputs and inputs are identified as ‘rev- 
enue or benefit’ and ‘cost’, respectively, the original model’s optimand can be 
interpreted as the more familiar benefit/cost ratio. 

It is worth emphasizing that the ex post cost definition includes all conceivable 
inputs, including intangible ones such as entrepreneurship or input quality as well 
as environmental damage. A similar consideration applies to outputs. Thus our 
usage of the terms cost and revenue is all encompassing. In particular, it includes 
pecuniary as well as nonpecuniary senses of these terms. 

In an audit setting, we have risk factors. Physically speaking, these are neither 
inputs nor outputs. However, as implied by Greenberg and Nunamaker (1987) 
and pointed out by Bradbury and Rouse (2002), the DEA model can be used as a 
performance indicator to measure the riskiness of each audit unit. Moreover, as 
shown in this paper, either one of the two models can be used.’ 

DEA was originally designed to assess productive efficiency. In other words, it 
measures how successful management is in converting inputs into outputs. We 
argue that risks borne in the profit making process correspond to inputs expended 
during production. By its very nature risk is a negative/undesirablelto be avoided 
characteristic. The natural scale to measure it is the high risk one. Namely, with 
such a scale a greater number reflects a higher risk level. As a result larger num- 
bers correspond to more undesirability/costliness. Therefore modelling risk fac- 
tors as inputs is intuitively appealing.© Then output will consist of profits for 
internal auditing. For external auditing, the greater the risks incurred by manag- 
ers of an audited firm, the riskier it 1s for external auditors to issue an assurance. 
From this perspective, the audit fee can be viewed as the output or the return for 
risk bearing, just as profits are for internal auditing. 

An alternative modelling strategy consists of inverting the measurement scale. 
Bradbury and Rouse (2002) subtract each risk factor magnitude’ from six (6), 
thereby reverting from a high risk to a low risk scale. Such an inversion converts 
a small number reflecting less risk—thus desirable—into a large number. But this 
change of scale does not affect desirability. As a result in their inverted scale, a 
bigger number reflects greater desirability. Therefore the inversion enables them 
to treat risk factors as ‘outputs or desirables’. They aim at deriving a scalar riski- 
mess score out of a multidimensional risk assessment, without bringing in return 
considerations. For this purpose, inverting the measurement scale can be helpful, 
by making the exposition simpler. 


‘ To be more exact, Model 2’s score will be equal to the inverse of Model 2 and vice versa. 
5 Henceforth the terms DMU, audit unit, unit and firm will be used interchangeably. 


It is worth pointing out that this input view of risk is implicit in the terms ‘risk-return nexus’ or 
‘risk-return relationship’. 


In their original, pre-inversion scale, 1 corresponds to lowest risk and 5 to highest risk levels. Their 
data set is in our Appendix. 
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However, when the output dimension—in our case, return—is included, the 
inversion approach is less appealing. It is fruitful only when good and bad outputs 
naturally coexist. Otherwise the risk/return nexus is obscured. A case in point is a 
production process where producing more paper involves producing more pollu- 
tion as a technologically dictated by-product. Seiford and Zhu (2002) discuss this 
problem and provide an example. That route is not adopted since the natural 
coexistence of good and bad outputs does not apply to our case. More to the 
point, treating risks as ‘outputs’ would result in zero ‘inputs’. 

To summarize, for expository purposes, that is, to enable depiction along two 
dimensions, each audit unit may be considered as producing a single unit of out- 
put. In the case of internal audit, this output can be thought of as the profit gen- 
erated by the firm in question; for external auditing, the output in question can be 
the fee to be charged in return for the audit assurance. Risk factors are viewed as 
inputs or bads/undesirables and the ‘less the better’ principle applies. Therefore 
between two audit units that are visualized as producing the same single unit of 
output the one using fewer ‘inputs/bads’ involves less risk and is preferable. Note 
that this implies a frontier composed of efficient units enveloping the inefficient 
ones from below (see Figure 1). 


APPLICATION TO BRADBURY AND ROUSE’S (2002) FIGURE 2 DATA 


To discuss these ideas in a simple manner we reproduce (Table 1) and plot 
(Figure 1) two risk factors (Control and Scope) pertaining to audit units F9, F18, 
F20, F23, F24, F31 and F55. This information is taken from Bradbury and Rouse 
(2002, Figure 2, p. 271). 


š = 
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TABLE 1 
Input .. Actual risk Actual and Projected return 
orientation levels — Projected return ` ` over risk 
Firms DEA score Control Scope Output ControVoutput Scope/output 
F9 1.0° 5 1 1 5 1 
F18 0.615 3 4 1 1.85 2.46 
F20 1.0 1 5 1 1 5 
F23 0.80 2 4 1 1.6 3.2 
F24 0.89 3 2 1 2.67 1.78 
F31 0.89 2 3 1 1.78 2.67 
F55 1.0 2 2 1 2 2 
* Benchmarking proportions. 


Each risk magnitude is an input or a ‘bad’ element; the firm(s) that produce the 
unit output (viewed as ‘profit’ for internal auditing and ‘assurance fee’ for external 
auditing) using as little risk as possible are the successful ones. Firms F9, F20 and 
F55 deserve special attention. They are the ones which come closest to using as little 
risk as possible. Putting aside F9 and F20 for the moment, it is clear that F55 uses 
fewer risk factors/inputs than the others (i.e., F18, F23, F24, F31) and is therefore 
preferable. Thus F55 gets a score of 1.0 and is on the frontier that envelops the 
inefficient ones from below (see Figure 1). Since F55 outperforms the other four 
units, it follows that the scores of F18 to F31 should be lower than 1.0. Moreover, the 
extent to which these scores are below 1.0 should reflect the amount of ‘waste in the 
sense of extra risk incurred’ in producing the unit output. For instance, F23’s score 
should be lower than that of F31 because, although they both use two units of the 
Control input, F23 uses one more unit of the Scope input (4 versus 3). As a result, F23 
is assigned a lower performance score (0.8) than F31 (0.89) and is further away from 
the origin and the frontier in Figure 1. By a similar logic it can be shown that F23 (2 
Control and 4 Scope) outperforms F18 (3 Control and 4 Scope) since it uses one 
Control unit less. Thus the latter (i.e., F18) is assigned a lower performance score (0.615). 

We are left with audit units F9 (5 Control, 1 Scope) and F20 (1 Control, 5 
Scope). F55 (2 Control and 2 Scope) does not outperform them. Comparing F55 
with these two, in each case it uses one more unit of either Control or Scope but 
three fewer units of the other input. Since we do not have a priori weights regard- 
ing the relative importance of Control versus Scope, audit units F9 and F20 are 
declared to be as successful as F55. Thus DEA assigns a score of 1.0, the highest 
possible, to all three of them. Thus the preference ranking is (in increasing order 
of absolute risk or decreasing order of performance score): 


(Most preferable) F9 = F20 = F55 > F24 = F31 > F23 > F18 (Least preferable) 
There are two ways of interpreting this ranking and the associated efficiency scores: 


1. Given the level of returns artificially set to unity for each firm, those whose 
efficiency score is less than one are incurring too much risk. Under this view, 
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known as input orientation, the efficiency scores are the input contraction factors 
necessary to restore efficiency. Thus, if F23 contracts its input usage—that is, the 
risks borne to 80 per cent of actual usage, while of course generating the same 
return it would get rid of its waste. In this view, given its level of return, the risk 
level incurred by F23 is excessive by 20 per cent (1 — 0.8). The intersection of the 
ray joining the origin to F23 on Figure 1, known as F23’s projection onto the 
efficient frontier, represents the implied target for F23. Note the projection’s 
coordinates: 0.8*2 = 1.6, 0.8*4 = 3.2. The least preferable firm, F18, has the highest 
level of waste, namely 38.5 per cent (1 — 0.615). Reduction of that waste, namely 
incurring 38.5 per cent less risk, would project F18 to an appropriate point not 
shown on Figure 1, thus raising the score to 1.0. Table 1 displays the relevant data. 
. Given the level of risk incurred, firms whose efficiency score is less than one 
are generating too low a return. Under this view, known as output orientation, 
the inverted efficiency scores are the output expansion factors necessary to 
restore efficiency. Under this view, the way for F23 to achieve full efficiency is 
to bring in 25 per cent (1/0.8 = 1.25) more return, without taking on additional 
risks. Thus on Figure 1, the intersection of the ray joining the origin to F23 
reflects the restoration of efficiency via output expansion as well. Note that the 
axes of Figure 1 are measured as ratios, namely Control/Output and Scope/ 
Output. In particular, F23’s projection still has the same coordinates—2/1.25 = 
1.6 and 4/1.25 = 3.2—but this time achieved by expanding the output without 
incurring extra risks. Similarly, the output expansion factor for F18 Is 62.5 per 
cent (1/0.615 = 1.625). When F18 increases the return it generates by 62.5 per 
cent without incurring more risk, it will have achieved full efficiency. Table 2 
displays the relevant information. 


It is important to stress that if we were to treat these seven firms—that is, F9 to 
F55—as comprising a holding company, then we could use, as output, a constant 
percentage profit rate such as return on equity instead of ‘one’. Conversely, we 
could replace the ‘one’ with a constant ‘fee’, in the case of treating these firms as 
prospective clients for an external auditor. 


TABLE 2 
Output Actual and Projected Projected return 
orientation projected risk levels return over risk 
Firms DEA score Control Scope Output Control/ Scope/ 
output output 

1.0 5 1 1 5 1 
F18 0.615 3 4 1.625 1.85 2.46 
F20 1.0 1 5 1 1 5 
F23 0.80 2 4 1.25 1.6 3.2 
F24 0.89 3 2 1.125 2.67 1.78 
F31 0.89 2 3 1.125 1.78 2.67 
F55 1.0 2 2 1 2 2 
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The DEA literature on productive efficiency leaves the choice of orientation, 
that is, input shrinkage versus output expansion, to the discretion of the modeller/ 
decision maker. The same applies to our case. As a matter of modelling, it can be 
argued that for external auditing, output orientation is appropriate. Namely in case 
of mispricing, that is, a score less than one—in a real-life application the unit out- 
put representing audit fee is to be replaced by a tentative/forecasted amount— 
efficiency can be restored by asking for a higher fee and/or dropping the client in 
case of rejection. For internal audit, where real life application would require 
replacing the artificial unit output with a suitable measure of return, either orien- 
tation would imply seriously rethinking the workings of the company. This is so 
because under input orientation the inefficient firm is required to reduce its risk 
exposure without sacrificing profits; under output orientation the advice is to gen- 
erate more profits without incurring extra risks. Both involve changes in the way 
business is conducted. 

A particular strength of DEA entails providing clues that can help this rethink- 
ing/restructuring. Focusing on Figure 1, it is evident that F23’s projection onto the 
frontier falls on the line segment formed by two efficient firms F20 and F55. Lit- 
. erally this means that it is possible to combine these two in certain proportions to 
construct a new/hypothetical firm which surpasses F23. Under input orientation 
this hypothetical firm—obtained by combining F20 and F55 using the indicated 
proportions—will incur less risk, without sacrificing any return; whereas under 
output orientation it is again obtained by combining F20 and F55, but this time in 
different proportions. It will generate higher returns without incurring additional 
risks. Note that in both cases the projection preserves the mix between the risk 
factors. For F23 the level of Scope is always twice that of Control. 

Table 3 displays the relevant information. Note that F18, whose projection falls 
onto the line segment formed by F20 and F55, has these two as referents, as does 
F23. F24’s benchmarks are F9 and F55 respectively. This is so because the ray 
joining the origin to F24 cuts a different segment of the efficient frontier. Namely, 
the one formed by F9 and F55. Finally, note that firms with an efficiency score of 
1.0 are, as is appropriate, their own 100 per cent benchmarks. 


TABLE 3 

Input orientation Benchmarks Output Benchmarks 
orientation 

F9 F9 (100% )* F9 F9 (100%) 
F18 F20 (15.4% )*, F55 (84.6% )* F18 F20 (25%), F55 (137.5%) 
F20 F20 (100% ) F20 F20 (100% 
F23 F20 (40%), F55 (60% ) F23 F20 (50%), F55 (75%) 
F24 F9 (22.2%), F55 (77.8%) F24 F9 (25%), F55 (87.5%) 
F31 F20 (22.2%), F55 (77.8%) F31 F20 (25%), F55 (87.5%) | 
F55 1.0 F55 (100%) F55 F55 (100%) 


* Benchmarking proportions. 
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Bradbury and Rouse (2002) provide a data set that is reproduced in the Appen- 
dix. These data, which were compiled by Miltz et al. (1991), pertain to fifty-seven 
firms comprising the Janssen Pharmaceutica group of companies. It was compiled 
by five of Janssen’s internal auditors, who judged each firm on each of six risk 
factors on a scale of 1 to 5. Each number reflects the consensus view of the panel 
regarding the magnitude of the relevant risk factor. 

The panel of internal auditors also gave their personal opinions as to the rela- 
tive importance (i.e., the weights) of the six risk factors. The definition of each 
risk factor and median, lower and upper values for these weights is given by Brad- 
bury and Rouse (2002, Table 1), presented here in Table 4. 

Note that, as is appropriate, the median scores sum up to 100 per cent. Follow- 
ing Bradbury and Rouse (2002), the views of the panel of experts regarding the 
relative importance of the risk factors were incorporated into our analysis. Thus, 
we imposed lower and upper bounds to the relative importance of each risk factor. 
Technically, this means a third restriction to the {a, b} of Models 2 and 1 was added. 

To illustrate, the percentage importance of Size, or its virtual weight, must lie 
between 2.8 per cent and 37 per cent. Here, Size’s virtual weight is defined as: 
Size’s weight as determined by the optimization process times the magnitude of 


TABLE 4 
Risk factor Median Lower value Upper value 
Size 6.4% 2.8% 37% 
Monetary importance and number of employees 
Control 41% 9.3% 47.4% 


The quality of the unit’s internal control structure based 
on previous audit results and the commitment of the 
unit’s management to maintain proper internal controls 


Change 26.1% 11.5% 44.9% 
Changes in management and key personnel, business 

activity, organization, business systems, and external 

environment 

Environment 5.9% 3.2% 11.5% 
Political risk, local business practices, and local legal, 

economical and cultural environment 

Pressure 5.9% 5.6% 11.2% 
Internal pressure on management such as budgets and 

procedures and external pressure on management 

resulting from the operational performance and general 

economic condition of the unit 


Scope 14.8% 5.6% 35,3% 
Activities of the unit such as existence of production 

facilities, R&D, export, and the diversification of the 

product line 


Source: Bradbury and Rouse (2002, p. 267). 
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Size divided by the sum of such terms for all six factors, where the latter sum has 
to be 100 per cent. For Scope the relevant bounds are 5.6 and 35.3 per cent, etc. 
It should be noted that imposing weight restrictions does not in any way impair 
the waste/loss or excess of cost over revenue interpretation attached to 
inefficiency. These restrictions simply prevent the optimization process from com- 
ing up with solutions that are organizationally or socially impossible according to 
the judgment of our experts.’ Thus as a result, a solution may no longer exist, or 
the efficiency scores provided by the two orientations need not coincide. Allen 
et al. (1997) provide a thorough discussion of this weight restriction issue. 


RESULTS 


Our results are displayed in Table 6. The unrestricted DEA scores correspond to 
the revenue/cost ratio for each firm, without the weight restrictions. Since they are 
identical under both approaches, we listed them only once. The input orientation 
column gives the best score for each firm when we augment Model 1 with a third 
restriction reflecting the experts’ view on the relative importance of each risk fac- 
tor. The output orientation column does the same when Model 2 is appropriately 
augmented. 

As can be observed, the unrestricted scores either equal or exceed the 
restricted scores. This is only natural because ex post usage of ‘organizationally/ 
socially’ infeasible resource valuations, which is rendered impossible when expert 
opinion regarding feasibility is imposed, allows a firm to appear more successful 
than it really can be. Only eleven out of fifty-seven firms obtain the same score 
when weight restrictions are imposed. These eleven firms are found to be efficient 
in both cases. However, for a full half of those forty-six cases where we observe 
worsening, the magnitude of the deterioration is less than 5 per cent. The deteri- 
oration exceeds 10 per cent for fourteen DMUs. 

Table 5 displays the DEA scores, the associated weights and the risk levels for 
three DMUs where imposing restrictions leads to substantial worsening. 

Focusing on that table is instructive from the standpoint of grasping how DEA 
works. As discussed above, DEA performs profit maximization, and by impli- 
cation cost minimization, when weights are interpreted as ex post prices. Thus, 
unrestricted DEA weights/input prices are 0 per cent for the largest risk levels/ 
inputs for all three firms. In other words, assigning ‘low’ prices for those inputs, 
which are heavily used, is the way to achieve a low ‘cost’ and therefore a high 
‘profit’ level. Of course a real life manager cannot purchase an input without 
paying a positive price. Since the imposition of weights, which reflects this 
necessity, prevents that unrealistic outcome, the restricted DEA scores are, in 
general, lower. 

We now turn our attention to the restricted DEA scores under the two orientations. 


° Recall that the choice variables of the optimization process consist of the ‘weights/values/prices’ 


attributed to each risk factor. Thus a(n) (in)feasible mathematical solution would correspond to an 
organizationally (im)possible resource valuation. 
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TABLE 5 


IMPACT OF WEIGHT RESTRICTIONS 


Firm Score Weights Size Control Change Environment Pressure Scope 
F2 0.611 Unrestricted 0% 0% 44.5% 44.5% 11% 0% 
F2 Risk levels 5 5 4 2 2 5 

F2 0.463 Restricted 14.3% 342% 11.5% 11.5% 11.2% 17.3% 
F7 0.833 Unrestricted 0% 0% 0% 33.3% 33.3% 33.3% 
F7 Risk levels 3 5 4 2 2 2 

F7 0.674 Restricted 5% 25.5% 11.5% 11.5% 11.2% 35.3% 
F18 1.0 Unrestricted 0% 0% 0% 100% 0% 0% 
F18 Risk levels 4 3 3 1 3 4 


F18 0.72 Restricted 2.8% 42% 11.5% 11.5% 11.2% 21% 


The two approaches yield almost identical scores. The simple correlation 
coefficient is 0.999. The existing minor differences, for example, for F16, are due 
to the presence of weight restrictions. 

We argued that from the perspective of internal auditing viewing profits as the 
‘output’ or the return for risk taking would be quite natural. Therefore the follow- 
ing interpretations, of course keeping in mind the artificial nature of our return 
figures, can be attached to the results displayed in Table 6: 


1. For Audit Units F12, F21, F33-F35, F46, F49-F51, F56 and F57 risks taken and 
returns generated are properly aligned. 

2. The remaining firms within the Janssen Pharmaceutica group are either taking 
on too much risk considering their returns, or bringing in too low a return 
given the risks they are carrying. 


Focusing on F5/F7 and their benchmarks, namely F51/F57, DEA results are 
summarized in Tables 7 and 8: 

These results ought be of interest to top management. Taken literally, these 
figures suggest F5 takes on risks worth 100 per cent but generates returns of only 
63.8 per cent. Thus it ‘wastes/loses’ 36.2 per cent (= 1 — 0.638). F5 could benefit 
from the experience/modus operandi of Firms F51 and F57. If their practices were 
to be applied within Firm F5, the risk levels would be brought down to the pro- 
jected amounts—for example, Control from 5 to 3.188—without sacrificing any 
return.” Note that the reductions are equiproportionate. Thus each risk factor is to 
be reduced to 63.8 per cent of its former level, keeping input proportions con- 
stant. Moreover, F5 should essentially look up to Firm F51’s practices and second- 
arily to Firm F57’s, since the former has a much larger benchmarking weight than 
the latter—85 per cent versus 15 per cent. 


? We modelled each risk input as discretionary or controllable. Thus we posit management can 
reduce the amount used. In general this is true. However, for certain types of risk, for example, 
political or environmental risk, the amount may not be under managerial discretion. Methods exist 
to tackle such non-discretionary inputs. We hope to address this issue in a subsequent study. 


300 


APPLYING DEA TO AUDIT RISK EVALUATION 


TABLE 6 
Audit Unrestricted Input Output Audit Unrestricted Input Output 
unit DEA score orientation orientation unit DEA score orientation orientation 
1 0.500 0.442 0.442 31 0.824 0.799 0.794 
2 0.611 0.463 0.463 32 1.0 0.964 . 0.964 
3 0.667 0.608 0.608 33 1.0 1.000 1.000 
4 0.571 0.524 0.524 34 1.0 1.000 1.000 
5 0.727 0.638 0.638 35 1.0 1.000 1.000 
6 0.714 0.590 0.587 36 1.0 0.973 0.973 
7 0.833 0.688 0.674 37 1.0 0.972 0.972 
8 0.625 0.552 0.552 38 1.0 0.972 0.972 
9 1.0 0.818 0.814 39 1.0 0.972 0.972 
10 1.0 0.883 0.852 40 1.0 0.972 0.972 
11 1.0 0.828 0.828 41 1.0 0.972 0.972 
12 1.0 1.000 1.000 42 0.833 0.788 0.788 
13 1.0 0.911 0.911 43 1.0 0.987 0.987 
14 0.733 0.643 0.643 44 1.0 0.987 0.987 
15 0.727 0.698 0.698 45 1.0 0.977 0.966 
16 0.800 0.757 0.742 46 1.0 1.000 1.000 
17 1.0 0.850 0.850 47 1.0 0.992 0.992 
18 1.0 0.723 0.720 48 1.0 0.992 0.992 
19 0.786 0.732 0.731 49 1.0 1.000 1.000 
20 1.0 0.906 0.875 50 1.0 1.000 1.000 
21 1.0 1.000 1.000 51 1.0 1.000 1.000 
22 1.0 0.940 0.940 52 1.0 0.895 0.895 
23 0.808 0.754 0.754 53 1.0 0.962 0.962 
24 1.0 0.959 0.959 54 0.917 0.881 0.881 
25 1.0 0.959 0.959 55 1.0 0.904 0.904 
26 1.0 0.962 0.962 56 1.0 1.000 1.000 
27 1.0 0.962. 0.962 57 1.0 1.000 1.000 
28 1.0 0.964 0.964 
29 1.0 0.964 0.964 
30 1.0 0.964 0.964 


Imposing weight restrictions limits management’s discretion in choosing input 
combinations that lead to improvement, as compared to the unrestricted case. 
More exactly, such restrictions prevent issuing unrealistic orders or setting impos- 
sible targets. 

In other words, in the unrestricted case it was possible for top management to 
tell Firm F5 to use exactly the same input combination as, say, Firm F51 did. 
When weight restrictions are imposed, such an order cannot be issued since it can 
mean an ‘organizationally/socially’ impossible resource valuation. Here top man- 
agement is advised to target across the board risk reductions that keep input pro- 
portions constant. One way to achieve this goal might be to reduce the inefficient 
firm’s budget by the amount of measured waste, namely by 36.2 per cent for Firm 
F5. Of course Firm F5’s managers should be informed that the business practices 
of Firms F51 and F57 are to be emulated, but the specifics of it be left to their 
discretion. Note that when this is. done and Firm F5’s managers successfully 
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Unit and score 


F5 & 0.638 


F7 & 0.688 


F51 & 1.0 


F57 & 1.0 


Risk factor 


Change 
Enviromnent 
Pressure 
Scope 
Return 

Size 


Control 
Change 
Environment 
Pressure 


Change 


Control 
Change 
Environment 
Pressure 
Scope 
Return 
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TABLE 7 
INPUT ORIENTATION 
Actual Projection 
3 1.913 
5 3.188 
4 2.550 
3 1.913 

2 1.275: 
2 1.275 
1 1 

3 2.064 
5 3.44 
4 2.752 
2 1.376 
2 1.376 
2 1.376 
1 1 

1 1 

3 3 

2 2 

3 3 

Z 2 

1 1 

1 1 

2 2 

2 2 

1 1 

2 In. 

1 1 

2 2 

1 1 


Benchmarks 


F51 85.7% 
F57 14.3% 


F51 50% 
F57 50% 


F51 100% 


F57 100% 


Virtual weights 


2.8% 


reduce risk usage to the projected levels, without any output loss, the virtual 
weight of each input would still be the same.” 

Alternatively, top management could consider the output orientation results. This 
approach promises to deliver higher returns without incurring extra risks. Table 8 
displays the relevant results for F16 and its two benchmarks, F46 and F57. Taken 
literally, F16 generates returns worth 100 per cent but it incurs risks worth 134.8 
per cent (1/0.742 = 1.348). Hence in some sense it causes losses worth 34.8 per cent. 


10 This can be verified by multiplying the input weights generated by the optimization process, with 
the corresponding projected input levels. The weights are 0.0093, 0.0575, 0.0287, 0.0383, 0.056 and 
0.1712. The result of this sum-product operation would be 0.638. The weighted contribution of 
each projected input level to this sum is the corresponding virtual weight. Performing the same 
operation using actual input levels for Firm F5 would give the same result. However, telling F5 to 
use exactly the same amount of inputs as does F51 will lead to’an infeasible resource valuation; 
that is, some virtual weights will be outside the range given by the experts. Performing the same 


operation using F51’s input levels will show this to be the case. 
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TABLE 8 
OUTPUT ORIENTATION 

Unit and score Risk factor Actual Projection Benchmarks Virtual weights 

F16 & 0.742 Size 4 4 F46 54%, F57 81% 2.8% 
Control 2 2 42.8% 
Change 5 5 11.5% 
Environment 3 3 3.2% 
Pressure 2 2 5.6% 
Scope 3 3 34.1% 
Return 1 1.348 

F46 & 1.0 Size 4 4 F46 100% 4.7% 
Control 1 1 30.5% 
Change 4 4 23.8% 
Environment 1 1 3.9% 
Pressure 2 2 11.1% 
Scope 3 3 26% 
Return 1 1 

F57 & 1.0 Size 2 2 F57 100% 2.8% 
Control 2 2 47.4% 
Change 1 1 33.5% 
Environment 2 2 3.2% 
Pressure 1 1 5.6% 
Scope 2 2 7.5% 
Return 1 1 


Top management could use this information as follows: The managers of Firm 
F16 can be informed that a combination of Firms F46 and F57 is ‘generating’ 34.8 
per cent more returns without incurring any more risks than Firm F16. Thus the 
return target for Firm F16 could be raised appropriately leaving the ‘how/ 
specifics’ of the necessary adjustments to local management. 

Of course those interpretations are based on a. level of return which is 
artificially the same for all fifty-seven firms. Using the returns achieved in reality 
would change our results regarding the ranking and the referents, that is, efficient 
DMUs. 


SUMMARY AND DISCUSSION 


This article shows how firms forming a group could be compared to one another. 
Such comparison allows assessing their efficacy in a financial sense. The require- 
ments consist of risk measurements as inputs and a measure of return as output. 
In case the group comprises a holding company, the most successful subsidiaries 
can be detected and used as examples to be emulated. In addition we show how a 
weighting scheme, reflecting a consensus view on the relative importance of vari- 
. ous risk factors, could be imposed to ensure the practical feasibility of the emerg- 
ing advice. Such advice should, in principle, be acceptable since it is demonstrably 
achievable. On the other hand, if the compared firms are the potential clients of 
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an external auditor, the information that emerges from this evaluation or bench- 
marking process can be used for pricing purposes. 
Numerous practical implications follow from these results: 


. Both internal and external auditors could partly base their resource allocation 
decisions on these results. For instance although both F1 (0.442) and F17 (0.85) 
should be audited more carefully than F12 (1.0), Fl’s audit might have to be 
much more thorough. 

. Internal auditors could use the results discussed in the text to better advise top 
management about the overall situation of each firm comprising the group. 

. From an external audit perspective, these resource requirements have obvious 
pricing implications for the audit fees involved as well as on the question of 
whether to take on a client or not. For instance, one could use, in lieu of the 
hypothetical unit output, the different prices that could be charged to prospec- 
tive clients. This would yield different scores and rankings. Such information 
could provide additional insight for client selection and pricing purposes. 

. From a regulatory perspective, the referent information produced by the DEA 
analysis can be useful. For instance, a regulatory authority (say, banking super- 
visors where the audited firms are banks) could bring to the attention of Firm 
F16’s management that they are being outperformed by F46 and F57. Or they 
could use this information for setting insurance premiums—where the regula- 
tory authority is acting as a deposit insurance agency. 

. Finally for future research, pursuing the following ideas look promising. Jans- 
sen Pharmaceutica group’s rate of return information for the relevant time 
period could be incorporated into our analysis. This would add realism to our 
conclusions. As mentioned in note 9, it may be more realistic to treat environ- 
mental risk as non-ciscretionary or exogenous. This would mean adjustments 
and improvements should only be sought with the other risk factors. The addi- 
tional insights obtained from such an analysis could prove illuminating. Given 
the nature of the data, which are based on perceptions, determining exact stabil- 
ity regions within which the efficiency of a DMU remains unchanged can be 
useful. In the case cf financial institutions, a widely accepted risk assessment 
methodology, namely CAMEL, exists (Sinkey, 2002). Combining such risk 
assessment with the kind of DEA analysis discussed in this paper is certainly 
worth exploring. Finally, applying specialized DEA models which require 
using market prices as well as firm specific input-output data would allow the 
determination of cost, revenue and scale efficiency for each DMU. The results 
generated by such models allow specific guidance to achieve improvement. 
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APPENDIX 


THE DATA 
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MARTIN BUGEJA, RAYMOND DA SILVA ROSA AND TERRY 
WALTER 


Expert Reports in Australian Takeovers: 
Fees and Quality 


Target firms in Australian takeovers are required to commission the 
preparation of an independent expert report in circumstances where there 
is a perceived conflict of interest with the bidder. As approximately half 
of these reports are prepared by firms with which the target has other 
business dealings, concern has been expressed over the quality of these 

- reports due to the suggestion that such reports are provided at lower 
fees. We examine the 191 independent expert reports provided in all 
649 Australian takeover bids initiated in the period 1990 to 2000 inclu- 
sive. Using an expert-fee model, we find that the fees for reports by 
experts with other business dealings with the target are not lower than 
those of unrelated experts. In addition, the results indicate that experts 
with other dealings with the target provide reports with a significantly 
smaller valuation range, consistent with these reports being of higher, 
rather than lower, quality. Our findings are inconsistent with the U.S. and 
New Zealand experience of prohibiting audit firms from providing 
valuation advice in takeovers. 


Key Words: Expert reports; Independent experts; Takeovers. 


The Australian Corporations Law, 2000, requires a target firm in a takeover to 
obtain an independent expert’s report where there are common directors with the 
bidding firm and/or the bidding firm has a 30 per cent or greater holding in the 
target when the bid is announced. The role of the expert is to express an opinion 
on the adequacy of the offer price. The independence of experts has been criticized, 
as approximately half of all reports are produced by experts with other dealings 
` with the target, with a quarter prepared by the target firm’s current auditor. In 
particular, it is suggested that experts that have other dealings with the target provide 
their reports at reduced fees, leading to a concern over report quality. The alleged 
lack of expert independence and report quality led to the Australian Securities and 
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Investments Commission (ASIC) announcing a review of its policies on expert 
reports in February 2005.1 

This study uses an expert fee model to test the validity of the criticism that 
experts with other business dealings with the target provide their reports at lower 
fees. The multivariate results provide no evidence that experts with other business 
associations with the target provide their reports at lower fees. The results show, 
however, that the specialist divisions of both large and small accounting firms pro- 
vide their reports at significantly lower fees. 

As expert report quality cannot be directly measured, the quality of reports 
provided by experts with other dealings with the target is proxied using the valu- 
ation range disclosed in the expert report. Inconsistent with such reports being of 
lower quality, the absolute valuation range provided by these experts is significantly 
smaller. 


LEGAL REQUIREMENT AND EXPERT INDEPENDENCE 


The expert report requirement was introduced in 1980 to protect target share- 
holders when there is a conflict of interest between the target and bidder.” The 
expert’s role is to value the target firm and state whether the offer is ‘fair and rea- 
sonable’. Section 648A of the Corporations Law requires the expert to disclose 
the report fee and any dealings or business relationships they have with the target 
and/or bidder. 

ASIC indicates in Practice Note 42, Independence of Experts’ Reports (1993), 
that an expert should decline the appointment if he or she (a) is a substantial 
creditor or has a financial interest in either party, (b) has participated in strategic 
planning work for either party, or (c) acts as lawyer, banker, financial consultant, 
tax adviser or accountant to either party. 

The auditor of the target or offeror is not precluded from providing an expert 
report. In contrast, from 2000, the U.S. Securities and Exchange Commission (SEC) 
rules on auditor independence prohibit an auditor from providing fairness opinions, 
including those in mergers.* The Sarbanes-Oxley Act, 2002, reinforces this prohi- 
bition. Similarly, the appointment of an auditor as an independent adviser is dis- 
allowed by the New Zealand Takeovers Code. The results of this study will provide 
evidence as to whether the exclusion of target auditors from valuation services in 
takeovers is warranted. 

The existence of other dealings between the expert and target has led to criticism 
of the ‘independence’ of expert reports in the financial press and professional 


' Better experts’ reports: ASIC policy proposal, Australian Securities and Investments Commission, 
February 2005. 


* For a discussion of whether the expert report requirement is justified see Matolcsy (1982) and 
Anderson and Chalmers (1996). | I 


3 The target firm is responsible for hiring the expert and paying the expert's fee. 


4 SEC Revision of the Commission’s Auditor Independence Requirements, File No. S7-13-00. 
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literature. Much of this criticism focuses on takeovers where the expert is the target’s 
current auditor. Criticisms first appeared in the financial press in the late 1980s 
following court rulings that successfully challenged the independence of the expert. 
Articles with titles including ‘Shareholders Deserve Deal on Expert Reports’, 
(Chanticleer, 1989, p. 84) and ‘How Independent Are the Independent Experts?’ 
(Lecky and Burge, 1988, pp. 25, 29). Called for experts to lift report quality. Criticism 
was also featured in the professional and academic literature (see English, 1989; 
Lonergan and Fenton, 1989; Hubbard, 1990). For example, English (1989) calls 
for accounting firms to raise the quality of reports to avoid regulation that excludes 
them from the market. In recent times, criticisms of expert independence have 
resurfaced following the decision in the Duke® case and the expert report pro- 
vided in the takeover bid for GIO Australia Holdings Ltd by AMP Limited 
(Lecky, 1999, p. 63; Chanticleer, 1999, p. 54). 

One criticism is that experts with other dealings with the target produce their 
reports at a lower than commercial fee, in effect cross-subsidizing the report's 
preparation from other income received from the target. For example, the Chan- 
ticleer section of the Australian Financial Review (1989) states that ‘accountants, 
merchant banks and stockbrokers are able to provide cheap expert reports because 
they get good fees from the same companies for providing other services’ (Chan- 
ticleer, 1989, p. 84). The article argues that companies that.are required to provide 
expert reports should pay the ‘full-price’ for the reports and not have the fee sub- 
sidized from fees paid for other services. Similarly, Lonergan and Fenton (1989) rec- 
ommend that experts be paid a fee ‘on an hourly basis, at a remuneration level 
sufficient for them to do their job properly’ (Lonergan and Fenton, 1989, p. 25). 
Although offering customers a discount for repeat business is an acceptable and 
common business practice, it is suggested that in this case the lower fee may be 
reflected in a lower quality report.’ This article tests the ay ‘of this type of 
criticism. 


PRIOR RESEARCH 


Eddey (1993) finds no significant difference between takeover premiums in cash 
bids with and without expert reports. In contrast, using a sample containing both 
cash and equity bids, Bugeja (2005a) finds that takeover premiums are significantly 


$ These cases include ANZ Nominees Pty Ltd v Wormald International Ltd (13 ACLR 698, 1987) 
and Phosphate Co-operative Co of Aust Ltd v Shears & Anor (14 ACLR 323, 1988). The expert 
in the first case was Schroders Australia Ltd, while Arthur Andersen prepared the report in the 
second case. 


6 The Duke Case arose out of the 1987 takeover by Kia Ora Gold Corporation NL (subsequently renamed 
to the Duke Group) of Western United Limited. When the Duke Group collapsed in 1989, the 
liquidator successfully recovered damages from the directors and the independent expert, Nelson 
Wheeler (Duke Group Limited (in lino v Pilmer & Ors [1999] SASC 97, 73 SASR 64). 


An expert without any links to the target firm may also provide reports at a reduced fee if it 
increases the possibility of obtaining future business from the target. 
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lower in offers with expert reports. The results in Eddey (1993) also indicate that 
‘fair and reasonable’ reports cost less and are shorter than unfavourable reports, 
consistent with experts providing more detail to justify a ‘not fair and reasonable’ 
opinion. The study does not, however, examine whether expert independence 
influences expert fees or opinions. 

Bugeja (2005b) studies whether experts that have other business dealings with 
the target are more likely to provide an opinion that agrees with the recommen- 
dation of target firm directors. The results show that expert independence does 
not influence the frequency with which experts agree with target directors. How- 
ever, the market reaction to the release of the expert report indicates that reports 
authored by the specialist division of the target firm auditor lack credibility. 


HYPOTHESIS DEVELOPMENT 


Expert Fee Cross-Subsidization 
This study first tests the criticism that experts with other dealings with the target 
charge lower fees. 


H1: Fees charged for independent expert reports are lower when there are other 
business dealings between the expert and target firm. 


There are a number of potential explanations of a negative association between 
report fees and other dealings. For example, the fee may be lower due to knowl- 
edge transfers from the expert’s other dealings with the target. This explanation is 
likely to be plausible, however, only for certain types of prior dealings with the 
target (e.g., prior valuation services). In the vast majority of cases, information 
transfer is unlikely as the expert report is authored by a different division of the 
firm and the information obtained in the other dealings (e.g., auditing) would not 
be of use in valuation services. 

An alternative explanation for a negative relation between expert fees and prior 
dealings is that experts that provide expert services as a one-only service to existing 
clients incorrectly price the service due to inexperience in this area of consulting. 
The validity of this argument requires the majority of pricing errors to be in the 
‘client’s favour. 

Prior research in auditing has found that the provision of other services to 
clients generally increases rather than decreases the audit fee (see Simunic, 1984; 
Palmrose, 1986; Davis et al., 1993). Davis et al., (1993) find that the increased fee 
is a result of greater audit effort, measured by hours, when the auditor is also pro- 
viding non-audit services. It is possible that the market for expert reports exhibits 
a similar effect on fees due to concerns over independence. Experts that provide 

other services to the target firm may charge higher and not lower fees if they respond 
to independence concerns by increasing the amount of effort or care taken in the 
report’s preparation. 

The testing of H1 requires the development of an expert fee model, as it is nec- 
essary to control for other influences on fees. The expert’s fee is likely to reflect 
the complexity and risk involved in preparing the report. The complexity of the 
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expert report will be affected by the size of the target firm since larger firms are likely 
to have more complex operations. Size is measured as the market capitalization of- 
the target firm at the financial year-end prior to the takeover announcement. The 
degree of decentralization (i.e., number of subsidiaries) and the degree of diversi- 
fication (i.e., number of industry segments in which the target firm operates) of the 
target firm will also affect complexity. An additional measure of complexity is the 
length of the expert report, as more complex valuations will require the production 
of a longer report. 

Valuation complexity will also be a function of whether target firm value relies 
on assets-in-place or growth options. The valuation of growth options is more dif- 
ficult and is likely to lead to a higher fee. In addition, as the valuation of growth 
options is subject to more uncertainty, the risk of a valuation error increases. The 
target firm’s market-to-book ratio is used as a proxy for growth options. 

Eddey (1993) finds fees are lower where a ‘fair and reasonable’ opinion is provided, 
indicating the importance of controlling for opinion type. The payment method 
will also impact on valuation complexity as where equity is used as payment, the 
expert may choose to value the acquiring firm rather than rely on current market 
price. The length of time the expert has to work on the report will increase with 
the number of days between the takeover announcement and the report release. 
A longer length of time is expected to increase expert fees. 

The final two variables contro] for whether the report preparer is affiliated to 
an accounting firm. Research in the auditing literature has shown consistently that 
large auditing firms earn a fee premium in the provision of audit services (see 
Simunic, 1980; Francis and Simon, 1987; Anderson and Zeghal, 1994; Craswell 
et al., 1995; DeFond et al., 2000; Ferguson and Stokes, 2002). As it is possible that 
Big 6/5 firms earn a fee premium when providing expert valuation services, an indi- 
cator variable is added to the model.’ To determine if fees charged by small 
accounting firms also differ to fees charged by other experts, an indicator variable 
is included tn model (1). 

The following expert fee model incorporating the above controls is used to test H1°: 


InFee, = x + B,Expaud, + B,.Exprel; + B,/nMktcap, + B,Subs; + B.Ind, 
+ B,inPage, + BMB, + B,Payt, + B;,Opinion, + B, Days; 
+ B,,ExptB6, + B,,ExptNB6, + £; (1) 


where /nFee = natural logarithm of the expert fee; 
Expaud = indicator variable coded as 1 if the expert is also the auditor of the target; 
Exprel = indicator variable coded as 1 if the expert has non-audit dealings with the 
target; 
InMktcap = natural logarithm of the target firm's market capitalization as at the 
financial year-end prior to the takeover announcement; 


8 During the period of this study (i.e., 1990-2000) the number of large accounting firms decreased 
from six to five with the merger of Coopers and Lybrand with Price Waterhouse in 1997. 


° To control for heteroscedasticity the expert fee, market capitalization and expert report length are 


transformed into their natural logarithm. Re-estimating the model without transforming these var- 
iables does not change the results of this study. 
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Subs = number of subsidiaries reported by the target firm as at the financial year- 

end prior to the takeover announcement; 

Ind = number of industry segments reported by the target firm as at the financial 

year-end prior to the takeover announcement; 

InPage = natural logarithm of the number of pages in the expert report; 

MB = target firm’s market-to-book ratio measured at the financial year-end prior 

to the takeover announcement; 

Payt = indicator variable coded as 1 if the consideration offered by the bidder is 

exclusively cash; 

Opinion = indicator variable coded as 1 if the expert opinion indicates that the offer 

price is ‘fair and reasonable’; 

Days = number of days between the takeover announcement and release of the 

expert report; 

ExptB6 = indicator variable coded as 1 if the expert is the specialist division of a 

Big 6/5 accounting firm; and 

ExptNB6 = indicator variable coded as 1 if the expert is a non Big 6/5 accounting firm. 

Given the heightened criticism of expert reports prepared by target auditors, model 

(1) includes two variables to test H1. The first variable is an indicator variable that 
signifies expert reports produced by the specialist division of the target’s auditor 
(i.e., Expaud). The secend variable is an indicator variable that is coded as one for 
experts with non-audit business dealings with the target (i.e., Exprel). H1 indicates 
that these variables are expected to have a negative association with fees. 


Expert Report Quality 

Critics of expert independence claim that reports produced by experts with other 
dealings with the target are of lower quality than those with no other dealings. 
This study tests the validity of this claim, using the expert’s valuation range as a 
proxy for report quality. It is necessary to use a proxy because the measurement 
of report quality is problematic. Given that the statutory role for the expert is to 
compare the assessed value of a target share with the offer price, his or her ability 
to determine this value with accuracy will be critical in determining their opinion 
and should be an accurate measure of report quality. If the criticisms of experts 
with other dealings with the target are correct, it is expected that their reports will 
present a larger valuation range than other experts. This leads to Hypothesis 2: 


H2: ‘The valuation range disclosed in the expert report is greater when there are 
other business dealings between the expert and target firm. 


The testing of this hypothesis requires controls for other factors that determine 
the valuation range. These factors are expected to be dominated by the complexity 
of the valuation task. As a result, the same variables used to measure complexity 
in regression model (1) are used in the following model of the expert’s valuation 
range: 


Range, = a + B,Expaud; + B,Exprel, + B,lnMktcap, + B,Subs, + B.Ind, + B.lnPage, 
+ B.M B, + BgDays, + B¿ ExptB6, + ByExptNB6, + £; (2) 


The dependent variable is the difference between the maximum and minimum 
value attributed to a target share by the expert. We also scale this range by 
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expressing it as a percentage of the target share price three months prior to the 
takeover announcement. All other variables are as previously defined. If the 
criticisms of expert reports are correct, then the indicator variables signifying that 
the expert is the target auditor or has non-audit dealings with the target should be 
positive. It would be expected that the coefficient on the variable indicating the 
number of days the expert has to complete the report will be negative as the 
longer time period available to complete the report will allow a more precise val- 
uation to be calculated. 

There is evidence from the auditing literature indicating that audit quality is related 
to audit firm size (see Balvers et al., 1988; Palmrose, 1988; Beatty, 1989; Teoh and 
Wong, 1993). As it is possible that large accounting firms also provide higher quality 
non-audit services, a dummy variable is added to regression model (2) to indicate 
expert reports prepared by the specialist division of large accounting firms. A 
dummy variable is also added for reports prepared by non-Big 6/5 accounting 
firms to assess if these reports differ in quality from reports prepared by other 
providers. All other variables in model (2) proxy for the complexity of completing 
the valuation and are expected to be positively related to the valuation range. 


DATA COLLECTION AND DESCRIPTIVE STATISTICS 


All takeover announcements for publicly listed companies during the period 1990 
to 2000 were identified using the Current Takeovers’ section of the Australian 
Financial Review." The Connect 4 Mergers and Acquisitions Database and SDC 
Platinum were used to cross-check the takeover listing with any omissions added 
to the sample. This search identified 649 takeover announcements. Target firm 
financial information required to estimate model (1) was manually collected from 
the annual report for the financial year ending immediately prior to the bid 
announcement. 

The presence of an expert report was determined by reading the Part B/Target 
Statement provided to the ASX. Where an expert report was prepared, the fol- 
lowing information was collected: the reason for the report’s preparation, the 
expert’s opinion, the page length of the report, the report fee, and any business 
dealings between the expert and target. Table 1 shows the distribution of expert 
reports and expert fees in each year of the study. Across the sample period, 
approximately 45 per cent of target firms commissioned the preparation of an 
independent expert report. The data show an increase in expert fees over the 
sample period, although the increase is not gradual over time. 


Ú The regression was also estimated using alternatively the low-point and mid-point of the valuation 


range as the scalar. The results did not change. 

The Australian Financial Review lists current takeovers in the Monday edition every week. 

The number of expert reports reported in the table is restricted to those provided in takeovers 
for reasons specified in the Corporations Law. It is recognized that expert reports and valuation 


services are provided for other reasons so that the table understates the total number of reports 
provided. 
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TABLE 1 


EXPERT REPORTS AND EXPERT FEE BY YEAR‘ 


Year of No. of No. of Mean Median SD Mean Median 


takeover expert takeovers fee fee fee (CPI (CPI 
reports $ $ $ adjusted) adjusted) 
$ $ 

1990 40 87 45,712 25,000 50,643 57,003 31,175 
1991 29 80 20,926 15,000 16,548 24,781 17,764 
1992 16 48 36,469 25,500 43,677 42,383 29,635 
1993 18 56 31,167 23,500 21,160 35,853 27,034 
1994 9 34 67,500 44,250 60,849 76,243 49,982 
1995 18 63 65,176 30,000 80,144 71,357 32,845 
1996 18 62 71,433 40,000 69,878 75,044 42,022 
1997 8 46 43,250 26,000 41,675 44,832 26,951 
1998 11 58 112,500 92,500 90,745 116,615 95,833 
1999 11 51 71,000 35,000 61,836 72,690 35,833 
2000 13 64 178,042 126,500 179,023 178,042 126,500 
Total 191 649 59,336 30,000 78,795 


* Expert reports are identified from the target firm documents lodged with the ASX. The year of 
takeover refers to the year in which the takeover was announced. Fees charged for the preparation of 
expert reports and any dealings between the target and expert are collected from the target documents 
lodged with the ASX. The last two columns present fees adjusted for inflation using the Consumer 
Price Index (CPI) published >y the Australian Bureau of Statistics. 


Table 2 presents descriptive statistics on the sample. The size distribution of 
target firms varies widely, with the median size being much smaller than the 
mean. The mean profit of the target firms in the year prior to the bid is $1.7 million. 
Further investigation reveals that 43 per cent of targets made a loss in the year 
before the offer compared to 29 per cent of the bidders. The payment form is 
exclusively cash in 63 per cent of offers. On average, the expert’s valuation range 
is 27 cents, or 31 per cent of the target firm’s share price three months prior to the 
takeover announcement. Due to the skewed nature of the data the averages over- 
state the typical valuation range with the median absolute and relative ranges being 
10 cents and 18 per cent, respectively.” 

Table 3 provides a breakdown of the type of association disclosed by the expert 
for each year in the sample. The majority of experts (53 per cent) disclose no 
dealings with the target firm, while 27 per cent are the specialist division of the 
target firm’s current auditor. Of those experts that are the current auditor of the 
target firm, just under half also supply non-audit services to the target. 


B The valuation range was also calculated as a percentage of the low end of the valuation range. The 
mean and median range were, respectively, 29.6 per cent and 14.8 per cent of the low point of the 
valuation range. 
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TABLE 2 

DESCRIPTIVE STATISTICS 
Variable N" Mean Median SD Min. Max. 
Total assets ($000) 641 182,642 29,472 560,203 1 7,724,200 
Market-to-book ratio 641 1.31 0.94 1.75 —12.04 15.65 
Total liabilities ($000) 641 98,733 11,299 385,478 7 6,265,700 
Total equity ($000) 641 83,909 16,486 213,825 -30,579 1,942,700 
Sales revenue ($000) 641 150,840 19,847 443,466 0 4,886,553 
Operating profit after tax ($000) 641 1,708 299 30,701 —240,249 371,500 
Number of subsidiaries 641 11 6 18 0 205 
Number of industry segments 641 1.5 1 1.01 1 8 
Days to report production 191 51 41 32.75 12 195 
Expert valuation range (cents) 191 26.7 10.0 44.6 0 265 
Expert valuation range 191 30.9 17.6 37.8 0 204.5 
(% of share price) 
Page length of expert report 191 47.9 38.0 42.0 5 375 


“ The annual report for eight target firms was not available for the year prior to the takeover 
announcement. Five of these firms were listed on the ASX in the year of the takeover, two firms did 
not issue annual reports as their listing was suspended, while the file for one firm could not be located. 
Note: Financial information is collected from the financial statements prepared in the year 
immediately preceding the takeover announcement. Information on the expert reports is collected 
from the target firm documents lodged with the ASX. 


RESULTS 


Tests of Hypothesis 1 

Table 4 presents univariate tests of H1. In Panel A, average fees for experts without 
any prior dealings with the target are compared to those with any dealings with 
the target. In Panel B, average expert fees charged by target auditors are com- 
pared to those charged by non-audit experts. The results indicate that fees are 
significantly lower where the expert has any type of business dealing with the 
target. In addition, target auditors charge significantly lower fees than other 
experts. Although these results are consistent with H1, as shown below they are 
sensitive to the inclusion of control variables in the expert fee model. 

The results of estimating regression model (1) are presented in column (1) of 
Table 5. All reported t-statistics are based on White’s (1980) consistent covariance 
estimator. The results do not support H1, with insignificant coefficients on the 
indicator variables for both audit and non-audit dealings with the target. The 
coefficients on the control variables indicate that expert fees are significantly pos- 
itively related to the size of the target firm, expert report length and the number 
of days the expert takes to complete the report. The results also indicate that 
accounting firms, irrespective of size, charge lower fees for expert reports than do 
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TABLE 4 


ASSOCIATION BETWEEN EXPERT FEE AND ANY PRIOR DEALINGS BETWEEN THE 


EXPERT AND TARGET FIRM" 
Panel A: Any dealings vs no dealings 

Any dealings with No dealings with the 

the target (n = 90) target (n = 101) 
Average expert fee $50,434 $67,271 
z-statistic (HO: means —1.44* 


of subgroups are equal) 


Panel B: Audit vs non-andit experts 


Expert is the current Expert is not the 
auditor (n = 51) current auditor (n = 140) 
$32,367 $68,759 
Average expert fee —3.90*** 


z-statistic (HO: means 
of subgroups are equal) 


* p < 0.10 (two-tailed), *** p < 0.01 (two-tailed). 
* The fee charged by the expert and any previous dealings are collected from the expert report 
supplied by the target firm in its takeover documents lodged with the ASX. 


other providers. The coefficients on all other control variables are insignificant. 
Inconsistent with Eddey (1993), we fail to find an association between the type of 
opinion and expert fees. The adjusted R2 indicates that the expert fee model 
explains approximately 69 per cent of the variation in expert fees. Additionally, 
the F-statistic shows that the significance of the regression model is high. 

An analysis of expert report providers over the study period indicates that the 
market for statutory expert reports is dominated by Grant Samuel and Associates 
and the specialist divisions of large accounting firms. In aggregate these firms 
prepared 59 per cent of the 191 expert reports, and earned 72 per cent of total 
fees. Regression model (1) is modified to examine if any of these firms are 


4 The fee model was re-estimated excluding the controls for large and small accounting firms. In this 
specification the coefficient on Expaud was negative and significant at the 5 per cent level. Given 
the insignificant findings on the auditor variable in the full model, this negative relationship is 
driven by the lower fees charged by accounting firms per se. 


As shown in Table 1, the distribution of expert fees is skewed with the median being less than the 
mean. To examine if the results presented in Tables 4 and 5 are sensitive to outliers, the analysis 
was conducted again after eliminating observations in the top and bottom 5 per cent of the distri- 
bution. The results were unchanged. 


16 Grant Samuel & Associates is an Australian and New Zealand advisory firm specializing in corpo- 
rate valuations and mergers and acquisition advice. 
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TABLE 5 


EXPERT FEE MODEL REGRESSION’ 


Variables Coefficient Coefficient Coefficient 
t-statistic t-statistic t-statistic 
(1) (2) (3) 

Intercept 4.9943 (9.69***) 5.0968 (9.39***) 4.7355 (8.75***) 
Expaud —0.0969 (—0.83) —0.0961 (—0.83) —0.1325 (-1.24) 
Exprel 0.0842 (0.60) 0.0959 (0.69) 0.0265 (0.18) 
LnMktcap 0.2030 (5.33***) 0.1948 (4.79***) 0.2077 (5.23***) 
Subs 0.0059 (1.13) 0.0059 (1.14) 0.0037 (0.71) 
Ind 0.0154 (0.28) 0.0162 (0.29) 0.0181 (0.34) 
InPage 0.6123 (5.87***) 0.6048 (5.76***) 0.6306 (6.03***) 
MB -0.0258 (—0.60) -0.0222 (—0.52) —0.0165 (-0.40) 
Payt 0.1172 (0.91) 0.1090 (0.85) 0.1295 (1.01) 
Opinion —0.0477 (~0.48) —0.0418 (—0.42) —0.0049 (—0.05) 
Days 0.0032 (1.98**) 0.0033 (2.04**) 0.0030 (1.92**) 
ExptB6 —0.4555 (-3.66***) —0.4035 (—2.38**) 
ExptNB6 —0.8748 (-4.74***) 0.8365 (—4.10***) ~0.7296 (—3.70***) 
AA = z: —0.6072 (-3.11***) 
EY sss m -0.3686 (-1.76*) 
DEL =e i ~0.5677 (-2.92***) 
KPMG a = —0.4942 (—2,65***) 
PWC s=: = —0.0440 (0.25) 
GSam ae 0.1339 (0.57) 0.1633 (0.48) 
F-statistic 30.88*** 2841*=* 22.23*** 
Adjusted R2 0.6901 0.6888 0.6915 
N 191 191 191 


* p < 0.10 (two-tailed), ** p < 9.05 (two-tailed),*** p < 0.01 (two-tailed). 

* Results of testing the expert fee model (1). The test variables are indicator variables coded as 1 
where the expert is the target ñrm's auditor (i.e., Expaud) or the expert has non-audit dealings with 
the target (i.e., Exprel). Controls are included in the model for whether the expert is a Big 6/5 
accounting firm (i.e., ExptB6: or a non-Big 6/5 accounting firm (i.e., ExptNB6). The risk and 
complexity of preparing the expert report are proxied by: the natural log of the target firm market 
capitalization (i.c., LaMktCap). the number of subsidiaries (i.e., Sub) and industry segments reported 
by the target firm (i.e., Ind), the page length of the expert report (i.e., LnPage), the target firm market- 
to-book ratio (Le. MB), an indicator variable coded as one where the method of payment is 
exclusively cash (i.e. Payt), an Indicator variable coded as one where the expert opinion indicates the 
offer is ‘fair and reasonable’ (i.e., Opinion), and the number of days between the takeover 
announcement and release of the expert report (i.e., Days). 
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rewarded for their expertise in preparing expert reports with a fee premium. In 
the second column of Table 5, an indicator variable is added to the model where 
a report is prepared by Grant Samuel, while in column (3), additional indicator 
variables are added for each of the large accounting firms. The results show that 
Grant Samuel does not earn a fee premium, while all the accounting firms with 
the exception of PricewaterhouseCoopers earn significantly lower fees.” 

The finding that large and small accounting firms (other than Pricewaterhouse- 
Coopers) charge lower fees can be interpreted in a number of ways. One possibility 
is that accounting firms have greater expertise in providing valuation services, 
which allows them to be more efficient in the preparation of expert reports. Alter- 
natively, given that accounting firms dominate the expert report market, the 
lower fees may reflect competition between firms to attract business. Another 
explanation is that accounting firms reduce expert fees to convince the target to 
purchase other business from the firm. This explanation is less likely as a success- 
ful bid will mean it is the acquiring firm that makes the decision on which firms 
to appoint as consultants and auditors. It is also possible that accounting firms 
complete valuations on the smaller takeover deals and the fee model has not 
adequately controlled for the effect of size. 


Tests of Hypothesis 2 
The mean valuation range for experts without other dealings with the target is 34 
cents, in comparison to a range of 25 cents for experts with non-audit dealings with 
the target. A t-test indicates that these valuation ranges are insignificantly different 
from each other (p = 0.16). The average valuation range for experts that are target 
auditors is 13 cents. Inconsistent with H2, a t-test shows that this valuation range is 
significantly smaller than for experts with no dealings with the target (p = 0.01). 

The results of estimating regression model (2) using the absolute valuation 
range as the dependent variable are presented in column (1) of Table 6. Contrary 
to the criticism levelled at experts and inconsistent with H2, the valuation range is 
significantly smaller when the expert has either audit or non-audit dealings with 
the target. As expected, the valuation range is lower when the expert has addi- 
tional time to work on the report. The complexity of the valuation task increases 
the valuation range, with significant positive coefficients found for target firm size 
and the page length of the report.” 

In column 2 of Table 6, the dependent variable in model (2) is re-specified as 
the valuation range expressed as a percentage of target share price three months 
prior to the takeover announcement. The only variable that is significant is the 


17 The variable for PricewaterhouseCoopers represents the aggregation of expert reports prepared 


pre-merger by Price Waterhouse and Coopers and Lybrand. The regression was re-estimated with 
separate indicator variables for reports prepared by Price Waterhouse and Coopers and Lybrand. 
The coefficients on both variables were insignificant. 


Matolcsy (1995) advocates that experts use discounted cash flows as their valuation method. 
Regression model (2) was re-estimated after including an indicator variable coded as 1 for those 
reports where the expert used discounted cash flows as one of their valuation techniques. The 
coefficient on this variable was insignificant. 
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Days 
ExptB6 
ExptNB6 
F-statistic 


Adjusted R? 
N 


ABACUS 


TABLE 6 


EXPERT VALUATION RANGE REGRESSION‘ 


Coefficient t-statistic 
Absolute range (1) 


—0.2645 
—1.24 
—0.1213 
—1.91* 
—0.1269 
—1.73* 
0.0165 
SALT? 
0.0033 
1.34 
—0.0216 
—0.87 
0.1011 
ps 
0.0332 
1.54 
—0.0014 
—2.35** 
0.0126 
0.14 
—0.0889 
—1.24 
4.418*** 
0.1650 
191 


* p < 0.10 (two-tailed), ** p < D.05 (two-tailed),*** p < 0.01 (two-tailed). 
° Results of testing expert valuation range model (2). The test variables are indicator variables coded 
as 1 where the expert is the target firm’s auditor (i.e., Expaud) or the expert has non-audit dealings 
with the target (i.e., Exprel). Controls are included in the model for whether the expert is a Big 6/5 
accounting firm (i.e., ExptB€) or a non-Big 6/5 accounting firm (ie. ExptNB6). The risk and 
complexity of preparing the expert report are proxied by: the natural log of the target firm market 
capitalization (i.e., LnMktCap), the number of subsidiaries (i.e., Sub) and industry segments reported 
by the target firm (i.e., Ind), the length of the expert report (i.e., LoPage), the target market-to-book 
ratio (1.e., MB), and the number of days between the takeover announcement and release of the 
expert report (i.e., Days). 
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Scaled range (2) 


—-0.2306 
—1.16 
0.0620 
0.78 
—0,0562 
—0.90 
—0,0018 
—0.26 
—0.0030 
—1.39 
—0.0140 
—0.38 
0.1598 
3 60*** 
—0.02438 
—1.27 
0.0009 
1.11 
—0.0232 
—0.39 
0.0539 
0.68 
1.835* 
0.0461 
191 
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page length of the expert report. The coefficients on the two dummy variables 
denoting experts that have other dealings with the target are both insignificant.” 

Assuming that the valuation range is a reasonable proxy for report quality, there 
is no evidence to support the criticism that experts with other dealings with the 
target provide lower quality reports. In contrast, the results indicate that the reports 
provided by these experts have either a reduced valuation range (when the 
unscaled dependent variable is used) or are insignificantly different from those of 
the other experts (for the scaled dependent variable). 


CONCLUSIONS AND FUTURE RESEARCH 


This study investigates the validity of the criticism that experts with other dealings 
with the target prepare reports at lower fees. The multivariate results show no 
association between expert dealings with the target and report fees. Accounting 
firms are found to charge lower fees in the expert report market, consistent with 
competition between these firms. The quality of reports provided by experts with 
other business with the target is examined using the valuation range as a proxy 
for quality. The results indicate that experts with other dealings with the target 
provide reports that have a significantly lower absolute valuation range. This find- 
ing is consistent with these reports being of higher and not lower quality. These 
results indicate that calls to prohibit auditors and other firms with dealings with 
the target from providing expert reports are unjustified. The exclusion of these 
firms may actually result in lower quality reports. 

The measurement of expert report quality is subjective and any proxy used is 
by definition an imperfect measure. Future research can perhaps examine expert 
report quality and its relationship to expert independence using alternative meas- 
ures. For example, it may be possible to assess quality using the accuracy of the 
expert’s valuation relative to the final offer price. Such an approach, however, 
needs to control for the recommendation of directors and takeover outcome as it 
is possible that experts tailor their value to agree with the director’s view on the 
adequacy of the offer. Alternatively, the expert’s value could be compared to an 
independent valuation calculated by the researcher. This method avoids the prob- 
lem of the expert’s valuation being targeted at a known price. 
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Investigating Corporate Management 
Lobbying in the U.K. Accounting 
Standard-Setting Process: A Multi-Issue/ 

-~ Multi-Period Approach 


A large body of literature examines the motives of corporate managers 
to lobby accounting standard-setters. In general, studies confine their 
examination to single episodes of the standard-setting process (e.g., exposure 
draft). This article extends the literature by adopting a multi-issue/multi- 
period approach to investigate corporate lobbying of the U.K.’s ASB. 
The findings suggest that the extent of corporate lobbying, defined on the 
basis of the frequency with which companies made submissions to all of 
the publications issued by the ASB over a six-year period, depends on the 
size of companies, the debt covenant costs they face and whether they are 
listed on a U.S. stock exchange. Separate analyses, however, involving (a) 
the frequency of lobbying on income-related issues and (b) the frequency 
of lobbying on disclosure issues revealed that, while all these three vari- 
ables explain lobbying on income-related issues, only size is significant in 
explaining lobbying on disclosure issues. The results also suggest that the 
debt to equity ratio is an imperfect proxy for debt covenant costs. 


Key words: Accounting; ASB; Longitudinal; Standard setting; U.K. 


The examination of corporate lobbying behaviour has been one of the most 
persistent research themes for the last thirty years. Since the seminal study by 
Watts and Zimmerman (1978), the motives of companies to lobby accounting 
standard setters have been examined in numerous studies (e.g., Griffin, 1982; 
Dhaliwal, 1982; Francis, 1987; Sutton, 1988; Deakin, 1989; MacArthur and Groves, 
1993; Schalow, 1995; Pacceca, 1995; Dechow et al., 1996; Ang et al, 2000; Hill et al., 
2002). The overwhelming majority of these studies examined lobbying at only 
one episode of the lobbying process and thus by definition on only one issue. 
Although the examination of lobbying at a single episode of the process offers 
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t Other strands of the literature examine the type of lobbying pressures to which standard-setters are 


subjected and the intensity of lobbyists’ arguments (e.g., Tutticci et al., 1994; Weetman et al., 1996; 
Hodges and Mellett, 2002; Zeff, 2002; Georgiou, 2004); the cultural factors that influence lobbyists’ 
arguments (MacArthur, 1996, 1999); and the effectiveness of their lobbying (e.g., Van Lent, 1997; 
McLeay et al., 2000; Weetman, 2001; McLeay and Merkl, 2004). 
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some distinct advantages, for example, ease in measuring variables of interest, such 
as lobbying position and company size, it also has some important disadvantages. 
Most importantly, it cannot reveal any patterns in a company’s lobbying strategy 
since a sole lobbying decision of corporate management is likely to be ‘a single 
move in a multimove political regulatory game’ (Amershi et al., 1982, p. 20). 
In addition, single episode studies are usually based on small samples (e.g., the 
seminal study by Watts and Zimmerman, 1978, mcluded thirty-four unregulated and 
eighteen regulated companies). Therefore, their results are susceptible to even a 
very small number of companies exhibiting atypical long-run lobbying behaviour 
or errors made in classifying lobbying behaviour. 

To a great extent these limitations can be overcome by a multi-issue/multi-period 
approach which involves the examination of corporate lobbying behaviour on 
more than one issue and over a period of time. Such an approach, for example, is 
more likely to capture trends in the long-term lobbying strategy of companies 
(Amershi et al., 1982); it is also more likely to include a larger sample of companies. 
Zmijewski and Hagerman (1981) point out that accounting choice studies involving 
a portfolio of issues provide more powerful tests of positive accounting theory, 
which normally guide lobbying studies. Therefore, there are important advantages 
in examining lobbying behaviour over a period of time and over a range of 
issues. 

This article extends the literature on corporate lobbying by adopting a multi- 
issue/multi-period approach. Specifically, it reports the results of a study undertaken 
within the U.K. regulatory framework relating to the first six years of the 
Accounting Standards Board’s (ASB) tenure, 1991-6. Data were obtained in 
early 1997 as-part of a larger PhD thesis completed in 2000. 


LITERATURE REVIEW AND HYPOTHESES DEVELOPMENT 


Three main approaches have been adopted by researchers to investigate the 
motives of corporate managers to lobby a standard-setting body (Georgiou, 
2002). The first is to compare the characteristics of companies which lobbied 
in favour of and against particular proposals. The second is to compare the 
characteristics of companies that lobbied on a proposal and those that did not. 
The third approach is to examine companies’ own stated reasons as to why they 
did or did not lobby, or why they supported a particular position. This is done by 
examining the submissions made by companies or through questionnaire surveys 
directed to companies. In general, irrespective of the approach adopted, the subject 
of most prior research has focused on a single accounting issue at a single episode 
of the standard-setting process. There are few studies which have examined lobbying 
behaviour on more than one issue and these studies, as a rule, fall within the third 
approach outlined above. For example, MacArthur (1988) examined written 
submissions to twenty-eight exposure drafts published by the U.K.’s Accounting 
Standards Committee (ASC) over a twelve-year period. 

This work adopts the second approach outlined above. Specifically, it compares 
the characteristics of lobbying and non-lobbying companies, but with one important 
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difference. The lobbying behaviour of a company, and whether the company is a 
lobbyist or not, is not determined on the basis of observations of its lobbying 
activity at a single event but based on observations of its lobbying activity over an 
extended period. Next, on the basis of prior literature which is guided by rational 
choice models (Sutton, 1984) and positive accounting theory (Watts and Zimmerman, 
1986), four hypotheses are developed. 


Hypothesis 1: Size 

Size has been the traditional variable for political costs (Watts and Zimmerman, 
1990). However, there is little evidence to suggest that large U.K. companies were 
concerned about political costs during the period under study (i.e., 1991-6). After 
the Conservative Party came to power in 1979 large profitable companies were 
not regarded as a cause for concern, and were often cited as evidence of a healthy 
and dynamic U.K. economy. Despite, however, the favourable political climate of 
that time large companies might have still been wary of future political costs that 
a new Labour government (elected in 1997) could have imposed upon them. 
Therefore, concerns over political costs might still have been a reason why large 
companies were more likely to lobby than their smaller counterparts. 

There are also other reasons why this might have been the case. Past studies 
consistently found size to be positively related to firm participation in the standard- 
setting process (e.g., Griffin, 1982; Morris, 1986; Francis, 1987; Schalow, 1995; Ang 
et al., 2000). Lobbying is costly and larger companies have more resources availa- 
ble and are better able to devote time and personnel to lobbying activities. Poten- 
tial benefits also favour larger companies. According to Olson’s (1971) theory of 
collective action, the benefits from lobbying are proportional to firm: size: There- 
fore, larger firms are more likely to realize a sufficient portion of the total benefits 
to justify the lobbying expenditure (Francis, 1987). In addition, larger firms are 
also more likely to believe that their participation has a higher probability of 
influencing the standard-setting process. Hence the following hypothesis: 


Hi: A firm’s frequency of lobbying on ASB proposals is positively associated 
with its size. 


Hypothesis 2: Debt Covenant Costs 

Positive accounting theory suggests that the inclusion of accounting-based 
covenants in debt agreements is likely to influence corporate lobbying behaviour. 
Either being close to violation or actually violating accounting-based covenants 
can be costly to a company. For example, closeness to covenant limits may hinder 
the ability of a company to borrow while violating covenants can result in costly 
re-negotiation of debt and sale of assets to retire debt. Therefore, it is in the interest 
of a company to avoid being close to its covenant limits. Changes in accounting 
procedures can affect the distance from accounting-based covenant constraints 
and can even cause violation of a covenant. Therefore, companies which are 
closer to the limits set by their covenants are likely to have a greater interest and 
consequently a greater level of involvement in the accounting standard-setting 
process than other companies. Past lobbying studies found mixed support for this 
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proposition. Specifically, Griffin (1982), Deakin (1989) and Pacceca (1995) found 
that debt covenant effects influenced corporate lobbying behaviour. For example, 
some studies found that debt covenant effects were positively related to the decision 
of companies to participate in the process while others found that they were 
related to their decision to lobby for income-increasing accounting methods. On 
the other hand, Sutton (1988), Schalow (1995) and Ang et al. (2000) did not find 
any relationship between debt covenant effects and lobbying behaviour. Most 
past studies used the debt to equity ratio as a proxy for debt covenant tightness 
(e.g., Dhaliwal, 1982; Pacceca, 1995; Schalow, 1995; Dechow et al., 1996; Ang et al, 
2000). ‘There has been, however, some considerable debate in the literature as to how 
well the debt to equity ratio proxies debt covenant costs (e.g., Press and Weintrop, 
1990; Duke and Hunt, 1990; Watts and Zimmerman, 1990; Duke et al, 1995). More 
recently, Dichev and Skinner (2002) have reported evidence that firm leverage is a 
relatively noisy and poor proxy for closeness to covenant limits and consequently of 
debt covenant costs. This is likely to be the case because covenant costs depend on a 
number of factors, that is, type of debt (public or private), the existence of covenants, 
the type of GAAP used in their measurement, and the closeness to covenant limits. 
Therefore an index, referred to as the ‘debt covenant index’, incorporating all of 
these factors, is developed and is used to test the following hypothesis: 


H2: A firm’s frequency of lobbying on ASB proposals is positively associated 
with its debt covenant index. 


Hypothesis 3: Management Compensation Effects 

According to positive accounting theory, managers whose compensation depends 
on accounting numbers are likely to be more interested and consequently more 
involved in the standard-setting process than other managers. However, tests of 
this hypothesis have provided inconclusive results. Deakin (1989), Dechow et al. 
(1996) and Hill etal. (2002) found that management compensation effects 
influenced corporate lobbying behaviour. For example, the existence of incentive 
management compensation schemes was found to be positively related to firm 
participation in the standard-setting process. In contrast, Dhaliwal (1982) and 
MacArthur and Groves (1993) failed to find any association between lobbying 
behaviour and management compensation effects. Watts and Zimmerman (1990) 
point out that lack of support for this hypothesis may be due to the use of poor 
proxies. Most studies, for example, used the existence or not of a management 
compensation scheme as a proxy for effects on management wealth without 
considering the accounting measurement rules used in the calculation of the 
performance measure. Here a better specification of proxy variables is developed 
by devising an index, referred to as the ‘management compensation index’. It 
considers both the existence of a management compensation scheme and the 
accounting measurement rules used in the calculation of the performance measure. 
This index is used to test whether: 


H3: A firm’s frequency of lobbying on ASB proposals is positively associated 
with its management compensation index. 
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Hypothesis 4: U.S. Listing 

While Watts and Zimmerman (1978) suggested that bookkeeping costs are an 
important determinant of accounting choice, increasingly sophisticated computerized 
information systems should mean that they are of declining importance. However, 
ASB standards can affect the indirect costs faced by U.K. companies listed in the 
U.S.A. These companies have to provide a 20-F reconciliation statement explaining 
the differences between U.K. GAAP-based earnings and equity and U.S. 
GAAP-based figures. Investors may perceive differences in these measures as an 
indication of increased uncertainty or decreased quality of information (Radebaugh 
et al., 1995), and therefore are likely to favour accounting changes which reduce 
their number or their size.? U.K. companies with a U.S. listing often urge the ASB 
to develop standards consistent with U.S. practice. For example, BP ple (1995, p. 
91) noted in its comment to the Discussion Paper on pension proposals: ‘As a 
general principle, unless the U.K. has a better method of accounting for a particular 
item it is our view that the Board should strive to establish a basis which is 
consistent with those of other standard setters, particularly the U.S.’. Thus, companies 
with a U.S. listing have an additional motivation for participating in the ASB 
process. There is also related empirical support for this suggestion. Larson (1997) 
found that, amongst U.K. companies, those which lobbied the International 
Accounting Standards Committee were more likely to have a U.S. listing than 
those which did not. Hence: 


H4: A firm’s frequency of lobbying on ASB proposals is positively associated 
with its status as a U.S. listed company. 


RESEARCH DESIGN 


Data 
The period of study chosen was 1991-6, the first six years of ASB’s activities. 
During this period the ASB invited comments on forty documents: discussion - 
papers, exposure drafts, working papers and bulletins which were considered 
relevant for the purpose of this study.? These documents were then distinguished 
between those which included proposals that could directly affect pre-tax income 
and those which could not. Table 1 reports the results of this classification. 

The comment letters on two documents, the Discussion Draft: The Structure of 
Financial Statements (ASB, 1991a) (under ‘proposals affecting pre-tax income’) 


2 Adams et al. (1999) suggest that a relaxation of the Securities Exchange Commission’s 20-F recon- 
ciliation requirements for foreign companies listed on U.S. stock exchanges would result in savings 
in reporting costs and a reduction in uncertainty about a company’s results. 

° This includes an invitation to speak at a public hearing on goodwill. Four documents—FRED 5, 

Amendment to FRS 3 Reporting Financial Performance: Insurance Companies (ASB, 1993), 

Amendment to FRS 5 ‘Reporting the Substance of Transactions’: Insurance Broking Transactions 

and Financial Reinsurance (ASB, 1994), Amendment to SSAP 21 ‘Accounting for Leases and Hire 

Purchases Contracts’: Tax-Free Grants (ASB, 1996a) and Exposure Draft: Financial Reporting 

Standard for Smaller Entities (ASB, 1996b)—were excluded from the scope of the study because 

they were not relevant for most of the sample companies. 
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TABLE 1 


DOCUMENTS PUBLISHED BY THE ASB BETWEEN 1991 AND 1996 


Proposals affecting pre-tax income 
Structure of Financial Staternents 
Capital Instruments 
Structure of Financial Statements 
Statement of Principles, Chepter 3 
Statement of Principles, Chepter 4 
Capital Instruments 
Reporting the Substance of Transactions 
Role of Valuation in Financial Reporting 
Statement of Principles, Chapter 5 
Fair Values in Acquisition Accounting 
Merger Accounting 
Fair Values in Acquisition Accounting 
Goodwill and Other Intangibles 
Associates and Ventures 
Amendment to SSAP19 
Accounting for Property Investments 
Statement of Principles, Chapter 7 
Goodwill and Other Intangibles 
Pension Costs in the Employer’s 
Financial Statements 
Goodwill and Intangible Assets 
Statement of Principles for Financial 
Reporting (complete) 

Provisions 

Associates and Joint Ventures 
Impairment of Fixed Assets 
Goodwill and Intangible Assets 


Derivatives and Other Financial Instruments 


Measurement of Fixed Assets 


Other proposals 
Statement of Principles, ‘Presentation 
of Financial Statements’ 
Statement of Principles, Chapters 1 and 2 
Foreword to Accounting Standards 
Statement of Principles, Chapter 6 
Operating and Financial Review 
Amendment to SSAPI5 
Foreword to UITF Abstracts 
Related Party Transactions 
FRS1, Cash Flow Statements 


Type of 
publication 


Discussion Draft 
Discussion Paper 
FRED 1 
Discussion Draft 
Discussion Draft 
FRED 3 
FRED 4 
Discussion Paper 
Discussion Draft 
Discussion Paper 
FRED 6 
FRED 7 
Discussion Paper 
Discussion Paper 
FRED 9 


Discussion Draft 
Working Paper 
Discussion Paper 


Public Hearing 
Exposure Draft 


Discussion Paper 
FRED 11 
Discussion Paper 
FRED 12 
Discussion Paper 
Discussion Paper 


Discussion Draft 


Exposure Draft 
Exposure Draft 
Exposure Draft 
Discussion Paper 
FRED 2 
Exposure Draft 
FRED 8 
Bulletin 
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publication 


1991 
1991 
1991 
1992 
1992 
1992 
1993 
1993 
1993 
1993 
1993 
1993 
1993 
1994 
1994 


1994 
1995 
1995 


1995 
1995 


1995 
1996 
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TABLE Í 
(CONTINUED) 
Type of Year of Number of 
publication publication comment letters 
submitted by the 
sample companies 
Review of the Functioning of the Standard 
Accounting for Tax Discussion Paper 1995 32 
Revision of FRS1, Cash Flow Statements FRED 10 1995 17 
Earnings Per Share ` Discussion Paper 1996 i 9 
Segmental Reporting Discussion Paper 1996 10 
Interim Reports Exposure Draft 1996 11 
Total 137 
Grand total 408 


and the Discussion Draft: Statement of Principles—Presentation of Financial 
Information (ASB, 1991b) (under ‘other proposals’) were not made available to 
the public and therefore could not be used in the study. This resulted in a total 
number of thirty-eight documents out of which twenty-five were considered as 
including proposals which could directly affect pre-tax income. 

In general, there is paucity of research examining lobbying behaviour on 
disclosure issues. Therefore, this distinction offers the opportunity to investigate 
whether the hypothesized economic variables, such as the existence of management 
compensation schemes, are more likely to explain the decision to lobby on issues 
which directly affect reported income than the decision to lobby on issues which 
do not (e.g., disclosure of interim information). Therefore, H1 to H4 were 
tested by examining the frequency of corporate submissions on: (a) all thirty-eight 
documents and (b) the twenty-five documents that could directly affect pre-tax 
income. Proposals which could have affected post-tax income only (e.g., deferred 
tax proposals) were also excluded in order to ensure that all independent 
variables equally suited every proposal Included in the tests. For example, the 
management compensation effects are measured using a variable which is based 
on whether a company has an incentive compensation scheme based on pre-tax 
income or post-tax income. Though this variable suits proposals which affect pre- 
tax income (and consequently also affect post-tax income) it does not suit propos- 
als which affect only post-tax income (as these do not affect pre-tax income) and 
(c) the remaining thirteen documents. In this category were included three docu- 
ments, that is, the Amendment to SSAP 15 on deferred tax; the discussion paper 
proposals on deferred tax; and the proposals on earnings per share (EPS), which 
could affect figures relevant to some of the study’s economic variables (e.g., EPS 
figures could be used as a performance measure in incentive compensation 
schemes). After excluding these three documents the analysis was also carried out 
using only the ten documents which included proposals on disclosure of information 
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and could not directly affect any figures relevant to the economic variables used 
in the study. The results were substantially the same as those involving all thirteen 
documents, and therefore are not subsequently reported. 

All ASB publications identified in Table 1 and the comment letters submitted 
by companies in response to the ASB’s invitations to comment on these proposals 
were obtained from the ASB in order to assess the lobbying behaviour of the 
sample companies. Datastream was used to obtain data relating to company size 
and debt to equity ratios. Data on U.S. listing was obtained directly from the New 
York Stock Exchange (NYSE), NASDAQ and the American Stock Exchange 
(AMEX). A questionnaire survey obtained additional data with respect to (a) 
accounting-based public debt covenants; information was obtained concerning the 
existence of such covenants and the rules used in their measurement over the 
period 1991-6‘ and (b) management compensation schemes; information was 
obtained concerning the existence of such schemes and the rules used in their 
measurement over the period 1991-6 (see questionnaire in Appendix). 


Measurement of Variables 


Dependent Variable ‘The dependent variable relates to the frequency with which 
a company lobbied the ASB over the period 1991-6. Given that the frequency of 
lobbying was examined at three different levels, the dependent variable was also 
operationalized in three ways. First, FRE1, which was based on the number of 
comment letters that a company submitted to all thirty-eight ASB documents 
published over the period 1991-6. Companies were put into the following three 
categories: 


1. Non-lobbyists: companies which never submitted a comment letter; 

2. Infrequent lobbyists: companies submitting a number of comment letters 
which was equal to or lower than the median number of comment letters 
submitted by the sample companies which made at least one submission, on all 
thirty-eight documents; 

3. Frequent lobbyists: companies submitting a number of comment letters 
which exceeded the median number of comment letters submitted by the 
sample companies which made at least one submission, on all thirty-eight 
documents.” 


* It should be noted that many companies do provide information on debt covenants in their annual 
reports. However, the quantity and quality of this information varies, and therefore the question- 
naire survey was considered a more cost-efficient method of obtaining a substantial, uniform 
amount of debt covenant information for all sample companies. 


5 Various measures of location were considered as a basis for defining the frequency of lobbying. 
Upon examination, the distribution of the frequency of comment letters submitted by the lobbying 
companies was found to be skewed, The location of this distribution is more appropriately con- 
veyed by the median numter of comment letters submitted by the lobbying companies, which is 
three comment letters. Other measures, such as the mean of six comment letters submitted by lob- 
bying companies, are not located at a point where there are many other values (only 34.8 per cent 
of the values lie above it) and do not define well the location of the distribution. 
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Second, FRE2, which was based on the number of comment letters that a 
company submitted to the twenty-five ASB documents that included proposals 
which could have directly affected pre-tax income. Third, FRE3, which was 
based on the number of comment letters that a company submitted to the thirteen 
ASB documents that included proposals which could not directly affect pre-tax 
income. The approach used to operationalize FRE1 was also used for FRE2 and 
FRE3 to classify companies into non-lobbyists, infrequent lobbyists and frequent 
lobbyists. 


Independent Variables H1: Size. This was proxied by SALES, a measure of the 
size of the company in terms of the log of its average sales over the period under 
study (i.e., 1991-6). Sales were considered more appropriate than total assets as 
they are less subject to differences in reporting and less variable over time 
(Saemann, 1997, p. 131). Specifically, total assets are unreliable as a standard 
of comparison given differences between companies, during the period under 
study, in the accounting policies for depreciation, goodwill and, importantly, 
revaluation of fixed assets. 

H2: Debt Covenant Costs. To capture the potential effects on debt covenants, 
an index, COV, was devised ranging from 0 to 24. For each of the six years under 
study, each of the following four factors were scored as 1: (a) existence of public 
debt, (b) existence of public debt accounting-based covenants, (c) use of rolling 
GAAP in public debt covenants (i.e., U.K. GAAP) in force at the date of the cal- 
culation of the covenant, not at the date of the issue of the debt, and (d) relative 
closeness to covenant restrictions. This closeness is based upon the debt to equity 
ratio: Companies with a ratio above the sample average were classified as being 
relatively close to their covenant limits.’ | 

This index is similar to the three-point index developed by Deakin (1989) 
which, in two out of the three models tested, was found to be significant in 
explaining differences between lobbying and non-lobbying companies. That index 
gave equal weight to three factors: (a) the existence of public debt, (b) the exist- 
ence of accounting-based covenants and (c) the relative size of the debt to equity 
ratio. This study’s index is considered to be an advancement over Deakin’s index 
because it considers the type of GAAP used in the measurement of accounting- 
based covenants. Recent evidence shows that the use of rolling GAAP in debt 


6 This information was obtained from the questionnaire survey (question 4). Companies which indi- 
cated that they used ‘modified rolling GAAP’ (i.e., predominantly rolling U.K. GAAP with ele- 
ments of frozen U.K. GAAP) were also given the score of 1 as they would have been affected by 
most ASB proposals. This scoring system was also applied to the measurement of the management 
compensation index (H3). 

7 It is acknowledged that the debt to equity ratio is inadequate as a measure of closeness to covenant 
restrictions where there are other covenants based on, for example, working capital or dividends, It 
is also reasonable to suggest that it would have been more appropriate to use industry average debt 
to equity ratios in determining the relative position of a company’s gearing. However, it was not 
practically possible to operationalize this variable because many companies operate in various 
industries. Categorizing companies based on the FT-SE Actuaries Industry Classification System 
was considered inappropriate because the industry classifications of this system are very broad. 
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covenants was an important influence on corporate management’s accounting 
preferences on the issue of goodwill (Gore et al., 2000). 

As indicated above in the development of the debt covenant hypothesis, there has 
been considerable debate in the literature as to how well the debt to equity ratio proxies 
debt covenant costs. To provide further evidence towards resolving this ongoing 
debate, the average debt to equity ratio over the period 1991-6 (factor (d) in the 
debt covenant index above) was also used to proxy potential debt covenant effects. 

H3: Management Compensation Effects. This variable, COMP, ranged from 0 to 
6. It was defined as the number of years (over the study period, 1991-6) during 
which a company had a long-term incentive management compensation scheme 
based on pre-tax or post-tax earnings, measured on the basis of rolling GAAP, 
that is, U.K. GAAP in force at the date of calculation of the incentive payment, 
not at the inception date of the incentive scheme. It therefore considers both the 
existence of management compensation schemes and the accounting measure- 
ment rules used in the calculation of the performance measure. 

H4: U.S. Listing. This variable, USLIST, ranged from 0 to 6. It was defined as 
the number of years that a company had a U.S. listing, whether on the NYSE, 
AMEX or the NASDAQ Stock Market during the period of study (1991-6).° 


Sample Selection and Response Rate 

The population of companies was drawn from the FT All Share Index as of 5 Feb- 
ruary 1997. On that date the index included 724 industrial companies. The objec- 
tive was to determine the factors which influenced the lobbying behaviour of 
companies over a six-year period, 1991-6. Therefore, 161 of the 724 companies 
which did not exist as listed companies throughout the entire period were 
excluded. This resulted in 563 companies which served as the population. A ques- 
tionnaire instrument requesting information concerning debt covenants and man- 
agement compensation contracts was mailed to the finance director of these 
companies in February 1997.’ Out of these, 163 provided a usable response”, a 
response rate of 29 per cent. Of the respondents, 98 per cent had a professional 
accountancy qualification and also held senior positions such as finance director, 
head of accounting/manager (accounting, audit), controller, and chief accountant. 


° Arguably U.S. listing prior to 1991 or after 1996 could possibly have had an effect on corporate lob- 
bying behaviour during the intervening years. It was decided, however, not to consider U.S. listing 
prior to and after the period of study in the measurement of USLIST because of the difficulty in 
obtaining an objective estimate of its influence. To measure, for example, the influence of U.S. list- 
ing, either prior to or after the period of study, requires knowledge of management’s foresight to 
anticipate the costs associated with differences between U.K. and U.S. reporting standards. In the 
case of the influence of liscing after the period of study this would also require knowledge of the 
time period over which the company was working towards obtaining a listing. 


* Standard questionnaire design procedures were followed which included interviews and pre-testing 
with three finance directors and two London-based technical partners of international accounting 
firms, and a pilot questionnaire involving a sample of fifty companies. 


Eight other companies responded to the questionnaire but did not provide complete information 


concerning debt covenants and management compensation contracts. Subsequent face to face 
interviews with a randomly selected sample of thirteen companies confirmed the responses’ reliability. 
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Figure 1 


ANALYSIS OF RELEVANT RESPONSE RATE 


Companies that existed throughout 1991-6 


563 
Lobbyists Non-lobbyists 
144 419 
Respondents Non-respondents ents Non-respondents 
66 (46%) 78 (54%) 97 (23%) 322 (77%) 
163 = Sample of study 


Out of the 163 respondent companies, 66 had submitted at least one comment 
letter to ASB’s invitations to comment on the 38 documents identified in Table 1. 
These companies submitted a total of 408 comment letters and their median 
response was three comment letters (see Table 1 for the number of comment let- 
ters submitted to each publication). Using the median number of comment letters 
submitted by companies as the basis for defining the frequency of lobbying, this 
resulted in: 28 frequent lobbyists (i.e., companies which submitted more than 
three comment letters); 38 infrequent lobbyists (i.e., companies which submitted 
three or less comment letters); and 97 non-lobbyists. In terms of the frequency of 
lobbying on issues which could directly affect pre-tax income, 58 companies sub- 
mitted 271 comment letters and their median response was two comment letters. 
The above criteria resulted in 28 frequent lobbyists, 30 infrequent lobbyists and 
105 non-lobbyists. On issues which could not directly affect pre-tax income, 46 
companies made a total of 137 submissions and their median response was two 
comment letters. This resulted in 21 frequent lobbyists, 25 infrequent lobbyists 
and 117 non-lobbyists. 

Figure 1 illustrates the response rate by partitioning the population into 
lobbyists (defined as in FRE1: i.e., companies which submitted at least one 
comment letter on any ASB proposal over the period 1991-6) and non- 
lobbyists. and then by whether they responded or not to the questionnaire 
survey. 
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TABLE 2 


NON-RESPONSE BIAS (DEPENDENT VARIABLE) 


Respondents Non-respondents 
(n = 163) (n = 400) 
Frequent Infrequent Non- Frequent Infrequent Non- xy’ Sig. 
lobbyists lobbyists lobbyists lobbyists lobbyists lobbyists 


FRE1 28 (17.2%) 38 (23.3%)  97(59.5%) 23 (5.7%) 55 (13.8%) 322 (80.5%) 45.007 0.000 


The response rate for lobbyists (46 per cent) is double that for the non-lobbyists 
(23 per cent)."' This is not surprising as one would expect the participants in the 
ASB standard-setting process to be more willing to respond to a questionnaire on 
the ASB process than the non-participants.’* A chi-square test, also using the fre- 
quency categories relating to FRE1, further indicates that the sample included a 
significantly greater number of frequent and infrequent lobbyists (see Table 2). 

In addition, a t-test and a chi-square test involving firm size and U.S. listing, 
respectively, revealed that the respondents were also larger (in terms of their 
sales turnover) and more likely to have a U.S. listing than the rest of the popula- 
tion. In summary, the sample included a disproportionately large number of 
lobbyists, large companies and companies with a U.S. listing. Although this type 
of bias is probably inevitable for a questionnaire of this nature, caution should be 
exercised in generalizing the results of the study to the non-respondents. 


Statistical Tests 
The univariate analysis included non-parametric tests. Since the dependent variable 
could take three values (frequent, infrequent and non-lobbyist), Kruskal Wallis 
tests were carried out for all variables (which were either continuous or ordinal). 
The multivariate analysis involved polytomous (multinomial) ordered probit 
regression, appropriate when the dependent variable is an ordered variable that 
can be related to both quantitative and qualitative independent variables. In this 
study the dependent variables take three values: (a) non-lobbyist, (b) infrequent 


1! The overall response rate compares favourably with those of other related studies. For example, 


Schalow (1995) obtained a 37.9 per cent rate for companies which lobbied on the issue of post- 
retirement benefits and 20.9 per cent for companies which did not lobby on this issue. MacArthur 
and Groves (1993) obtained a 42.8 per cent response rate from a population of companies which 
lobbied the ASC at least twice. 


In the covering letter which accompanied the questionnaire it was explained to potential respondents 
that the survey related to a research study concerning the ASB accounting standard-setting process. 
Ú Non-parametric tests were considered appropriate, given the nature of the data involved (e.g., 
management compensation effects are measured using a six point scale) and skewed population 
distributions. Nevertheless, parametric tests (i.e., one-way ANOVA) were also carried out and the 
results were substantially similar. 
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lobbyist and (c) frequent lobbyist. These categories are based on the number of 
comment letters which companies submitted to the ASB during the period 1991- 
6; therefore they are ordered. The models employed to test hypotheses H1 to H4 
are presented below: 


FRE1, = a + B,SALES, + B,COV, (or LEV) + BCOMP, + B,USLIST, + £; (1) 
FRE2, = 0. + B,SALES; + B,COV, (or LEV) + BCOMP, + B,USLIST, + g, (2) 
FRE3, = o + B,SALES, + B,COV, (or LEV) + B,;COMP, + B,USLIST, + e, (3) 


where: i = firm 1 through 163; 
FRE1 = the frequency of responding to all 38 documents (2 if frequent lobbyist, 
1 if infrequent lobbyist and 0 if non-lobbyist); 
FRE2 = the frequency of responding to 25 pre-tax income-related documents 
(2 if frequent lobbyist, 1 if infrequent lobbyist and 0 if non-lobbyist); 
FRE3 = the frequency of responding to 13 non-pre-tax income related issues 
(2 if frequent lobbyist, 1 if infrequent lobbyist and 0 if non-lobbyist); 
SALES = the natural logarithm of average sales over the period 1991-6; 
COV = the debt covenant index (0-24). For each of the six years under study 
(1991-6) the following were scored as 1: the existence of public debt; existence of 
public debt covenants; use of rolling GAAP in their measurement; closeness to 
covenant violations (above or below average debt to equity ratio for the period 
1991-6); | 
LEY = the average debt to equity ratio for the years 1991—6; 
COMP = the management compensation index (0—6): the number of years during 
which a company had a long-term incentive management compensation scheme 
tied to income using rolling GAAP in its calculation during the period 1991-6; 
USLIST = (0-6): the number of years during which a company had a U.S. listing 
during the period 1991-6; and 
e€ = the residual. 


RESULTS 


Descriptive and Univariate Analysis 
Table 3 describes the sample characteristics and presents the univariate results for 
all three models. 

In all models, in terms of their size, frequent lobbyists were significantly larger 
than both infrequent lobbyists and non-lobbyists, while the infrequent lobbyists 
were significantly larger than the non-lobbyists. For example, in model (1), fre- 
quent lobbyists were more than four times larger than infrequent lobbyists, who 
in turn were more than four times larger than non-lobbyists. 

In terms of their covenant index (COV), in all three models, the three groups 
were also significantly different. As expected, frequent lobbyists had the greatest 
index and the non-lobbyists the lowest. In contrast, in terms of their debt to 
equity ratio (LEV) the three groups of companies were not different in any of the 
three models (e.g., in model (1), x? = 0.077, p = 0.962). 

The results also show that the three groups of companies were also significantly 
different in terms of their management compensation index (COMP) (e.g., in 
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model (2), x’ = 6.53, p < 0.05). However, an examination of the three groups 
revealed that these results are driven more by the non-lobbyists which have a sig- 
nificantly lower compensation index (mean rank 76.09) than both frequent (mean 
rank 91.88) and infrequent lobbyists (mean rank 93.59). In contrast, there was no 
difference between frequent and infrequent lobbyists. For example, a Mann-Whitney 
test involving these two groups of model (2) produced a Z = —0.095, p = 0.924. 

Finally, in all models frequent lobbyists had a U.S. listing for a significantly 
greater number of years than either the infrequent lobbyists or non-lobbyists. As 
expected of the latter two groups, non-lobbyists were much more likely to have 
had a U.S. listing for a significantly lower number of years. 


Multivariate Analysis 

Before undertaking multivariate statistics, the independent variables were evalu- 
ated for multicollinearity. Both bivariate correlations and regressions results (i.e., 
each independent variable was regressed on all the other independent variables) 
did not indicate that a major problem of multicollinearity exists. The only 
significant correlation was between size and U.S. listing (0.49) and the highest R2 
from the regression equations was 0.28 (the related variance inflation factors were 
as follows: SALES = 1.39; COV = 1.08; COMP = 1.13, and USLIST = 1.34). 
Lewis-Beck (1980) points out that a problem of multicollinearity would exist 
when any R? is near to 1. 

Table 4 reports the results of the ordered probit analysis. f 

Panel A reports the results of the three models when they were run with the 
debt covenant index (COV) and Panel B when they were run with the debt to 
equity ratio (LEV). All models are significant at p < .000. 

The results in Panel A relating to model (1) which assesses all thirty-eight 
issues and model (2) which examines the twenty-five issues which could directly 
affect pre-tax income are substantially the same. The results of model (3), how- 
ever, which relates to the issues which could not directly affect pre-tax income, 
differ from those of models 1 and 2 in some important respects. 

SALES, is significant at p < .01 in all three models. On the other hand COV 
and USLIST are significant in discriminating between the three groups of compa- 
nies in models (1) and (2), but importantly, not in model (3). Thus, large compa- 
nies, those facing high covenant costs and those with a U.S. listing were more 
likely to be frequent respondents to ASB invitations to comment on proposals 
which could directly affect pre-tax income. In contrast, size appears to be the only 
factor that explains the frequency with which companies made submissions to dis- 
closure issues. Therefore, it appears that the profile of companies which lobby on 
income-related issues is different from that of companies which lobby on disclo- 
sure issues. 

COMP is not significant in any of the three models. One interpretation of this 
finding is that U.K. incentive compensation schemes can be relatively costlessly 
adjusted for changes in accounting standards and that, therefore, management is 
not particularly concerned about their effects on its compensation, even when 
rolling GAAP is used in the measurement of the incentive measure. An alternative 
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TABLE 4 
ORDERED POLYTOMOUS REGRESSION RESULTS 
Model 1 Model 2 Model 3 
(38 issues) (25 issues) (13 issues) 
Coeficient t-ratio Coefficient t-ratio Coefficient — r-ratio 
Panel A: Models run with debt covenant mdex (CO V) 


Intercept 0.663E-02 7.437** 0.652E-02 7.210** 0.799E-02 6.386** 


SALES 0.471 6.567** 0.452 6.232** 0.542 5.665** 
COV 0.521E-01 3.463** 0.482E-01 3.100** 0.2303E-01 1.396 
COMP ~Q.116E-01 -—0.181 —0.330E-01 -0.539 0.181E-01 0.284 
USLIST 0.144 2.046* 0.118 2.004* 0.117 1.285 
Log likelihood function —102.670 —100.809 —81.859 

Model x? 104.669 90.936 93.682 

McFadden’s R? 0.34 0.32 0.36 

Significance level 0.000 0.000 0.000 


Panel B: Models run with debt to equity ratio (LEV) 


w. HHT FPR u PT I... 


Intercept 0.692B-02 6452**  0.681B-02 6.539**  0.844E-02 6.318** 


SALES 0.508 6.492% 0.489 6.363** 0.578 6.143** 
LEV 0.317 0.464 0.293 0.468 0.387 0.416 
COMP l 0.805E-02 0.140 ~0.781E-02 -0.137 0232E-01 0.373 
USLIST 0.142 1.784 0.115 1.765 0.116 1.181 
Log likelihood function ~--108.256 ~105.543 —82.604 

Model +7 93,492 81.469 92.193 

McFadden’s R? 0.31 0.28 0.36 

Significance Level 0.000 0.000 0.000 


* Significant at .05, ** Significant at .01. 


explanation may lie in the way management compensation effects were measured. 
The proxy used did not consider details of compensation schemes such as the 
amount of compensation linked to accounting earnings, or the existence of lower 
Or upper bounds on earnings which are expected to influence lobbying behaviour 
(e.g., the greater the amount of compensation linked to accounting earnings 
the greater is expected to be the interest of management in ASB proposals). ‘The 
questionnaire did not request such information because of concerns that this 
might have reduced the usable response rate, because of the sensitivity on the 
part of management to provide such information. 

Panel B reports the results when the three models were run with LEV (the debt 
to equity ratio) instead of the debt covenant index. They show that leverage is not 
significant in any of the three models. This is not surprising, given that this vari- 
able was also not significant at the univariate level. The other difference between 
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these models and those run with COV is that the U.S. listing is now significant at 
the 0.1 level: in model (1), ¢ = 1.784, p = 0.0745 and in model (2), t = 1.765, p = 
0.0776. Size (SALES) continues to be significant in all three models while the 
management compensation scheme (COMP) remains insignificant. 


Sensitivity Analysis 
To assess the robustness of the above results a number of sensitivity tests were 
carried out. 


1. Two variations in the measurement of the dependent variable were considered. 
First, consideration was given to the four industry specific proposals which 
were excluded from the scope of the study (see note 3). The inclusion of these 
issues in the analysis did not produce any change in the results because none of 
the sample companies lobbied on these issues. Second, given that the cost of 
appearing at a public hearing is higher than that of making a written submis- 
sion, the analysis was also carried out after excluding the public hearing sub- 
missions. The results were not affected by this exclusion as the frequency 
categories to which the companies that gave public testimony belonged did not 
change. 

2. The size of a company’s profits often becomes the focus of intense media inter- 
est and can attract the attention of groups capable of imposing political costs 
on companies (e.g., government, labour unions). Therefore, the log of net 
earnings instead of the log of sales was used as an alternative measure of size/ 
political costs. The results remained substantially the same. The variable of 
earnings was as important as that of sales, that is, significant in all models at 
the 0.01 level. All of the other variables retained their signs and significance. 
COV and USLIST continued to be significant in models (1) and (2) and insig- 
nificant in model (3). In models (1) and (2), COV was significant at the 0.01 
level; in model (1): £ = 3.851, p = 0.0001 and in model (2): t = 3.642, p = 0.0003. 
USLIST was found to be more significant than before but still within the 0.05 
significance level, in model (1): t = 2.333, p = 0.0197 and in model (2): t = 2.503, 
p = 0.0123. COMP and LEV continued to be insignificant in all models. 

3. In the measurement of the debt covenant (COV) and management compensa- 
tion (COMP) indexes, another factor considered was the type of GAAP used. 
As indicated in note 6, companies which indicated that they used ‘modified 
rolling GAAP’ (i.e., predominantly rolling U.K. GAAP with elements of fro- 
zen U.K. GAAP) were given the score of 1 as they would have been affected 
by most ASB proposals. To assess whether this measurement system had any 
influence on the results, these two indexes were remeasured by giving the score 
of zero to companies which used ‘modified rolling GAAP’. The results were 
not significantly different from those reported; the signs and significance of 
variables did not change. 

4. The U.S. listing variable (USLIST) was based on whether a company was listed 
on any of the three major U.S. stock exchanges: NYSE, AMEX and NAS- 
DAQ. The analysis included twenty-one companies with a U.S. listing, of 
which seventeen were listed on NYSE, three on NASDAQ and one company 
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had a dual listing; none of the companies was listed on AMEX. To test the 
stability of the models, further analysis was also carried out after only consider- 
ing the NYSE listing and either recoding the NASDAQ listed companies as 
non-listed or excluding them from the sample. The results remained substantially 
the same (i.e., all variables retained their signs and significance). Given, how- 
ever, that only three companies had solely a NASDAQ listing, it is difficult to 
draw statistical inferences concerning the importance of the NASDAQ listing. 


Overall, the sensitivity analysis suggests that the reported results are robust to 
alternative specifications. 


CONCLUSION 


Evidence is reported here with respect to the factors which influenced the extent 
of corporate lobbying in the ASB process in the form of comment letters over the 
period 1991-6. Using a longitudinal approach, the extent of a company’s partici- 
pation in the process was defined with reference to a three-group classification 
system: frequent lobbyists, infrequent lobbyists and non-lobbyists. This classifica- 
tion was made at three different levels, based on the frequency with which com- 
panies commented on (a) all thirty-eight ASB proposals published during 1991-6, 
(b) the twenty-five proposals that could have directly affected pre-tax income and 
(c) the remaining thirteen proposals. 

The conclusions below are based on survey data obtained from a sample of 
companies which were larger, more likely to be lobbyists and more likely to have 
a U.S. listing than the non-respondent companies. Therefore, though the survey 
approach was the only way of obtaining important data which were not publicly 
available, caution should be exercised in generalizing the results to the non- 
respondent companies. | 

The results help us build the profile of lobbying and non-lobbying companies 
and can help the ASB and potentially other standard-setting bodies like the Inter- 
national Accounting Standards Board predict which companies are likely to make 
submissions to their proposals. The examination of the frequency of lobbying on 
all thirty-eight proposals revealed that these are likely to be large companies 
which face high debt covenant costs and have a U.S. listing. | 

However, the analysis conducted separately for the twenty-five pre-tax income- 
related issues and the remaining thirteen issues showed that these findings are 
influenced by the frequency with which companies lobbied on the pre-tax income- 
related issues and that the profile of lobbyists on income recognition issues is dif- 
ferent from that of lobbyists on disclosure issues. This is a novel finding, given 
that there are no prior studies which compared the profile of lobbyists on these 
two different types of issues. Thus, while size, debt covenant costs and U.S. listing 
are all significant in explaining lobbying on income-related issues, only size 
appears to be significant in explaining lobbying on disclosure issues. Hence, com- ` 
panies with debt covenants and U.S. listing appear to be more concerned about 
the impact that accounting proposals are likely to have on their income than with 
the effects that disclosure of information might have. This is likely to be the case 
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because companies may consider that the adverse effects of any disclosures (e.g., 
effects on covenants) are unlikely to be as immediate as the effects of proposals 
relating to recognition of income. These findings appear to justify the apparent 
lack of motivation in the literature to employ economic variables, such as debt 
covenant costs, to explain lobbying on disclosure issues. However, given the find- 
ings of Hill et al. (2002), who showed that potential management compensation 
effects influenced corporate lobbying behaviour on the disclosure issue of stock- 
based compensation, more research is needed to establish the relevance of these 
variables in explaining lobbying on disclosure issues.” 

The study also contributes to the literature on the debt covenant hypothesis by 
showing that the debt to equity ratio is an imperfect proxy of debt covenant costs. 
As an extension to this stream of research, this study examines the existence of 
public debt covenants and the measurement rules used in these covenants as a 
better measure of debt covenant costs. The results indicate that these factors 
appear to be key determinants of a company’s decision to lobby on income- 
related issues. In comparison, however, no association was found between the 
debt to equity ratio that is typically used in this line of research and the frequency 
with which companies made submissions to the ASB. Thus, the proposed measure may 
be a better proxy for debt covenant costs than the widely used debt to equity ratio. 

The work failed to find support for the proposition that the existence of incen- 
tive compensation schemes increases the frequency with which companies make 
submissions to the ASB on income-related issues. This may be due to limitations 
in the measurement of management compensation effects. For example, no con- 
sideration was given to the amount of incentive compensation as a proportion of 
total compensation. It should be noted, however, that MacArthur and Groves 
(1993), the only other U.K. study which examined the relationship between cor- 
porate lobbying behaviour and the existence of incentive management compensa- 
tion schemes, also failed to provide support for this relationship. A potential 
explanation for this is that the comment filers may not have been the affected 
managers. This is consistent with the criticism by Walker and Robinson (1993) 
that lobbying studies equate submissions from ‘corporations’ with submissions 
from ‘corporate management’. Alternatively, it may be argued that it is reasona- 
ble to assume that if the interests of the senior management and directors are 
going to be affected by an accounting proposal then the comment filer will be 
more likely to bring this to their attention and not make a comment letter filing 
decision contrary to their interests. 

Furthermore, while recognizing that U.S. listed companies are generally large 
companies and are therefore more likely to have accounting standard-setting 
monitoring processes in place, the results show that U.S. listing is an important 
variable in explaining the propensity of U.K. companies to lobby their domestic 
standard-setter on income-related issues. There has been a considerable debate 


M It is noteworthy that while there is a considerable number of studies which used economic varia- 
bles to explain lobbying on income recognition issues, Hill et al. (2002) is the only study to date 
that used such variables to explain lobbying on disclosure issues. 
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concerning the extent tc which U.S. accounting standards influence the U.K. and 
other countries’ accounting practices (e.g., Stolowy and Walser-Prachazka, 1992; 
Parker and Morris, 2001). This study shows that one important source of this 
influence may be non-U.S. companies listed on U.S. stock exchanges. Clearly, 
these findings demonstrate the need for further research to investigate the actual 
influence that the lobbying of these companies has on the development of 
national accounting standards. 

Consistent with the third approach of investigating corporate lobbying, outlined 
in the literature review section, an avenue for future research is to subject the 
responses of these companies to content analysis and examine the extent to which 
their preferences affect the standard-setter. Finally, it will be important to exam- 
ine whether the U.S. listing effect has decreased more recently due to the move- 
ment to adopt International Accounting Standards. 
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APPENDIX 
QUESTIONNAIRE INSTRUMENT 


INSTRUCTIONS FOR COMPLETION 


e Please answer questions as applicable by ticking the boxes or writing in the 
space provided. 

e The term ‘company’ means the group of companies whose financial results and 
position are consolidated for U.K. financial reporting purposes. 

e GAAP means Generally Accepted Accounting Practice. 

° The term ‘accounting-based covenants’ (e.g., the maintenance of a minimum level 
of gearing ratio) is defined as covenants which include numbers derivable from 
the financial statements included in the company’s annual report and accounts. 

e Some questions cover a period which may be longer than the time you have 
been with the company. For these questions complete for the years that you 
are confident about the answer. 


All your answers will be treated confidentially, and nothing will be published 
which would directly or indirectly reveal your identity. 
I. DEBT CONTRACTS 


1. Did your company have public debt contracts (i.e. any form of loan finance 
which is quoted on a stock exchange) in ANY of the years 1991 to 1996 inclusive? 


Me | N 
If you answered NO, please go straight to Question 5. 


If you answered YES, please go to the next Question. 


2. Please indicate whether or not the public debt contracts which your company 
had in any or all of the years 1991 to 1996 required compliance with accounting- 
based covenants. 


1991 1992 1993 1994 1995 1996 


Public debt contracts which required compliance with 
accounting-based covenants 


Public debt contracts which did not require 
compliance with accounting-based covenants 


There were NO public debt contracts 


If there were NO public debt contracts in ANY of the years 1991-6 which required 
compliance with accounting-based covenants, please go straight to Question 5. 


If there WERE public debt contracts in ANY of the years 1991-6 which required 
compliance with accounting-based covenants, please go to the next Question. 
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3. Please indicate whether any of the conditions of the accounting-based cove- 
nants included in public debt contracts made use of assets, liabilities, pre-tax 
profit or post-tax profit. 


1991 1992 1993 1994 1995 1996 


Assets 
Liabilities 
Pre-tax profit 
Post-tax profit 


4. What accounting measurement rules were required in the calculation of the 
accounting-based covenants included in public debt contracts? For each year, 
please tick more than one box if applicable (e.g. if in a particular year there were 
two public debt contracts which required the use of different measurement rules). 


1991 1992 1993 1994 1995 1996 


‘Frozen’ U.K. GAAP (i.e. UK GAAP in force 
at the date of the issuance of the debt) 


‘Rolling’ U.K. GAAP (i.e. UK GAAP in force 

at the date of the calculation of the covenant) 

Modified ‘Frozen’ U.K. GAAP (i.e. predominantly ‘Frozen’ 
U.K. GAAP with elements of ‘Rolling’ UK GAAP) 
Modified ‘Rolling’ U.K. GAAP (i.e. predominantly ‘Rolling’ 
U.K. GAAP with elements of ‘Frozen’ UK GAAP) 


Other (please specify) 


IL EXECUTIVE COMPENSATION CONTRACTS 


5. Has your company operated a profit-related, long-term incentive compensation 
scheme for its directors or senior management in ANY of the years 1991 to 1996 inclusive? 


If you answered NO, please go straight to Question 8. 
If you answered YES, please go to the next Question. 


6. Please indicate whether the size of the incentive payment was wholly or partly 
dependent on the following: 


1991 1992 1993 1994 1995 1996 


Group pre-tax profit 

Group post-tax profit 

Parent company’s pre-tax profit 
Parent company’s post-tax profit 


Other (please specify) 
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7. What accounting measurement rules were required in the calculation of profit 
used in the determination of the incentive payment? 


1991 1992 1993 1994 1995 1996 


‘Frozen’ U.K. GAAP (i.e. U.K. GAAP in force at the 
inception date of the incentive scheme) 


‘Rolling’ U.K. GAAP (i.e. U.K. GAAP in force at the 
date of calculation of the incentive payment) 


Modified ‘Frozen’ U.K. GAAP (i.e. predominantly ‘Frozen’ 
U.K. GAAP with elements of ‘Rolling’ U.K. GAAP) 


Modified ‘Rolling’ U.K. GAAP (ie. predominantly ‘Rolling’ 
U.K. GAAP with elements of ‘Frozen’ U.K. GAAP) 


Other (please specify) 
8. If you have any additional comments to make please use the space provided below. 
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CONFERENCE 
Cardiff Business School 
Cardiff University 
10-12 July 2006 
FIRST CALL FOR PAPERS 


The IPA conference is an established forum for research into the social, political 
and organizational aspects of accounting theory and practice. The organizers of 
the Eighth Conference invite researchers from all areas of the social sciences to 
contribute papers. 


The conference will respond to the concerns of an evolving research community. 
The organizers aim to highlight emerging intellectual issues and encourage new 
agendas, as well as stimulate debate within and between established paradigms, 
by arranging a variety of workshops, panel discussions and plenary debates. Major 
themes in the past have included: accounting, finance and organizational controls; 
markets, institutions and social order; accountability, identity and gender; the 
changing organization of the accounting profession; globalization, regulation and 
technology; public and environmental policy; and accounting methodology, 
knowledge and practice. Three copies of completed papers or the paper in Word 
should be sent to the organizers no later than 15 February 2006. 


A distinctive feature of the IPA is the thorough review that each paper receives. 
In addition, papers are presented at the conference by a discussant with a 
response from the author. Reviewers and discussants are central to the continuing 
success of this conference and we encourage wide participation in the conference 
through the review process. 


EMERGING SCHOLARS’ COLLOQUIUM 
IPA2006 will host a forum specifically for post-graduates and new Faculty, which 
will be held immediately prior to the conference. 


If you would like to register for the conference, submit a paper, attend the emerging 
scholars’ colloquium, be a reviewer and/or discussant, details of what to do next 
can be found at our website. 


ALL ENQUIRIES AND FURTHER INFORMATION: 
IPA Website: http://www.cf.ac.uk/carbs/conferences/ipa/home.html 


E-mail: Roberts] Al @cardiff.ac.uk 
Conference secretary: 

Julie Roberts 

Conference organizers: 

Mahmoud Ezzamel (Cardiff University), Trevor Hopper (University of Manchester), 
Paolo Quattrone (University of Oxford), Keith Robson (Cardiff University), 
Stephen Walker (Cardiff University) 
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